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THE BOND PRICE COMPETITION 
IMPROVEMENT ACT OF 1999 



THURSDAY, MARCH 18. 1999 

House of Representatives, 
committbe on commerce, 
Subcommittee on Finance and Hazardous Materiais, 

Washington, DC. 

The subcommittee metjj}UT8uant to notice, at 11:07 a.m., in room 
2322, Raybum House Omce Building, Hon. Michael Ozley (chair- 
man) presiding. 

Members present: Representatives Oxley, Ganske, Lazio, 
Shimkus, FoBsella, Blunt, Bliley (ex officio), Towns, Stupak, Engel, 
DeGette, Barrett, Luther, Capps, and Markey. 

Stair present: David Cavic^e, majority counsel; Linda Dallas 
Rich, m^ority counsel; Brian McCullough, profeasional staff mem- 
ber; Robert Simison, legislative clerk; Consiuea Washington, minor- 
ity counsel. 

Mr. Oxley. The subcommittee will come to order. The Chair 
would tike to recognize the chairman of the full Commerce Commit- 
tee, the gentleman from Richmond, Mr. Bliley for an opening state- 
ment. 

Chairman Buley. I thank the chairman, the members of the 
committee, and the people who will testify. I'm very happy to see 
a good friend, Mr. Levitt, the ChairmEm of the SEC. I unfortunately 
have to be in two places at one time, which is a difficult thing to 
do at best. But, we have a hearing on electricity restructuring at 
11 a.m. down in 2123, so I'll have to shuttle back and forth. 

In the 105th Congress, the committee conducted an inquiry into 
the U.S. bond markets £ind we learned three things. First, the bond 
market in the United States is huge. The abihty of trading of Gov- 
ernment securities exceeds $300 billion; daily trading of corporate 
debt, about $15 biUion; the daily trading in munidpiu bonds about 
$9 bilhon. In comparison, the average daily value of stock traded 
on the New York Stock Exchai^e is about $25 billion. 

Second, the bond market offers a way for companies and cities 
to raise money with interest rates more favorable than those of- 
fered by beinks. To the extent that companies and cities use the 
bond market, their cost of capital will be lower. They will be more 
competitive and they will save taxpayer's money. Indeed, today, in 
the Wall Street Journal, there's an article that AT&T may be fuiout 
to raise somewhere between $6 and $8 billion in the bond market 
by themselves. 

Third, the level of transparency in pEuls of the bond market is 

poor. Transparency needs the ability of someone buying a bond to 

(1) 
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know the price at which the bond is trading. When people buy care 
or furniture, they often comparison shop and make decisions based 
on price. For many investors in bonds, this comparison shopping is 
not possible. We heard testimony in September that two investors 
buying the same bond at the same time from the same dealer can 
be given very different prices, prices diiFering by as much 6 per- 
cent, a full year's worth of interest. 

I believe this situation is unacceptable. We have received a study 
from a professor at Purdue and an economist at the Federal Re- 
serve that indicates that improved transparency will reduce 
spreads and improve prices to investors in the bond market. I ask 
unanimous consent that that study be made a part of today's hear- 
ing record. 

Mr. OXLEY. Without objection. 

[The study appears at pg. 42.] 

Chairman Bliley. Today, we will consider a committee draft of 
legislation designed to improve transparent? in the bond market. 
It is simple legislation. It directs the SBC to adopt rules facilitating 
transpEuency in these markets with certain minimum standards in 
that rulemaking. The SEC will take comments fiom the affected 
parties and will come up with the best way to improve price com- 
petition in these markets. 

This is an important goal for our markets and investors. Anyone 
using the bond market to save for retirement or education will oen- 
efit mim it. Each of the witnesses has worked cooperatively with 
the committee to develop this bipartisan legislation. I commend 
Chairman Oxley for holding this hearing and for working with me 
on this legislation. I also commend John Dingell, Ed Towns, and 
Ed Markey for their cooperation in the project. 

I urge all members to consider this important legislation. After 
the hearing, it will be revised based on the testimony we hear 
today. It will then be introduced. I ask all members to consider «)- 
sponsoring this legislation with me, and I yield back to balance my 
time. And, Eig£iin, thank you, Mr. Chairman. 

Mr. Oxley. I thank tiie chairman and appreciate his remarks. 
The Subcommittee on Finance and Hazardous Materials has devel- 
oped a track record of legislative accomplishments in the last two 
Congresses, improving our financial markets through competition. 
Competition forces change and change produces efHciency. Our 
commitment to apply these principles to the financial markets has 
translated into tangible results uiat benefit investors, as well as 
businesses. 

Of the many accomplishments of which the subcommittee can be 
proud, the most notable recent examples include the decimal pric- 
ing initiative, the National Securities Market Improvement Act, re- 
duction of stixjk transaction fees, and securities litigation reform 
legislation. The decimal pricing effort, although not fully imple- 
mented, had an immediate impact for investors and business, alike. 

When the Exchanges voluntarily moved to reduce the minimum 
increment for trading stocks from V^th to Visth, individual inves- 
tors and institutional investors began saving money immediately. 
And with the addition of twice as many prices at which to buy or 
sell a stock, the markets have experienced greater volume. We ob- 
viously don't take credit for the robust market volume that we've 
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experienced over the last 2 years, but there is sufficient evidence 
that the move has in no way harmed market liquidity. 

Our current effort to improve the transparency in the corporate 
bond market originates with the same philosophy: improve infor- 
mation, eliminate anti-competitive and regulatory barriers Eind 
greater competition will result to benefit all aspects of the markets. 

When this subcommittee first examined this issue last Septem- 
ber, the consensus was that the corporate bond market was not as 
transparent as other segments of the bond market. We determined 
that the market for these bonds could become more transparent. 
The more that relevant price and yield information is available, the 
more competition will improve. This in turn will improve prices for 
people buying bonds, their pension funds, £ind their mutual funds. 

Chairman Bhley challenged the bond m£irket peuticipEints to im- 
prove transpeirency of the bond market. They have responded well. 
On their own initiative, the private sector has devoted its own re- 
sources to develop a system to begin to shed more light on the cor- 
porate bond market. I understand that one of these initiatives is 
scheduled to be operational within the next 2 months. I commend 
them for their efforts. 

Today, we are going to examine legislation to buildupon this 
work. The SEC has possessed the authority since 1975 to facilitate 
price transparency in the bond markets. The committee draft being 
considered today instructs the SEC to use that authority to guaran- 
tee transparency in these markets. Additionally, the committee 
draft sets certain minimum standards for transparency in the cor- 
porate bond market and calls for a study of transparency in the 
municipal market. 

I commend Chairman Bliley for his leadership in this initiative. 
I also thank the witnesses for their constructive comments in the 
drafting process. I recognize Ed Towns, our ranking member, John 
Dingell, the ranking member of the full committee, £ind my friend 
from MassEichusetts for their help and support of this legislation. 
We anticipate that the legislation will be refined on the basis of to- 
day's hearing and then introduced. I hope we will have the support 
of all members for this worthwhile legislation. 

That ends the Chair's opening statement and I now turn to the 
ranking member, the gentleman from New York, Mr. Towns. 

Mr. TOWNS. Thank you, very much, Mr. Chairman, for holding 
this hearing. I appreciate having the opporttmity here from our dis- 
tinguished witness on bond market transparent' and the commit- 
tee draft bill, the Bond Price Competition Improvement Act of 
1999. 

In 1972, Don Riggins stated in his book, A View From the Street, 
that at present. Wall Street is hiding behind a protective pricing 
system. While it preaches free competition and tree market, as I 
mentioned in a public speech, that is Uke catching Carrie Nation 
tickling in the basement. 

We say that competition is good for everyone. We base our in- 
vestment advice on the competitive stance of economy we are ana- 
lyzing. The price of a stock is set by the forces operative in the 
marketplace. Yet, we live with this anonudy of a fued rate struc- 
ture. We know there's exceptions to our own rules. Prices are ar- 
rived at by a study of cost and markup for profits. Prices change 
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as cost rise or fall. And as the demand for the product of service 
changes, they react to new efficiencies, to inflationary or deflation- 
ary pressures. That's the creed. Wall Street must learn to live by 
it. So, I suggest that in stock trading, we crown the customer king. 

In the 1975 Act Amendment, Congress abolished fixed commis- 
sion rates and mandated that the SEC facilitate a national market 
system inequities that included implementation of a composite tape 
and quotation system. Twenty-five years later, we have the most 
transparent, efficient, liquid, fair, and competitive securities mar- 
ket in the entire world. The customer is king. But not so in the 
bond markets. Wall Street largely still lives as an exception to its 
own rules. 

Mr. Chairman, Tm pleased that we are going to try to shed a lit- 
tle sunlight on those markets, as well. It is long, long, long over- 
due. In June of last year, the hearing on on-line trading, this sub- 
committee heard testimony tram. Mr. Fondren, that at present, no 
centralized exchange for bonds, current price information remains 
in the hands of a smidl group of insiders perpetuating a system 
that is both inefficient and unnecessarily costly. 

In September, Mr. Chairman, Mr. Levitt gave a speech, calling 
for increased price transparency in the corporate debt market, to 
help investors make better decisions and increase confidence in the 
fairness of the markets. At this subcommittee's gala September 29, 
1998, Chairman Bliley issued a challenge to the SEC and to the 
bond market to get going and clean up this — clean this market up. 
I look forw£ird to hearing their reports this morning on what 
progress has been made. Both contend, in their written statements, 
that they are uniquely qualified to develop the system for public 
dissemination of bond transaction information. But, I hope we are 
not being asked to anoint any one system at this point. It would 
seem that there is room for both, if not others, as well. 

I understand that the draft bUl was not finished in time for the 
witnesses to include detailed comments on the draft in their testi- 
mony, and I imderstand that. So, I hope that the chairman will di- 
rect them to submit written comments and hold the record open for 
that purpose. I look forward to working with the chairmem of the 
full committee and the chairman of the subcommittee. I salute you 
both for leadership. And, at this time, I would yield back and say 
to you that I look forward to working very closely with you in the 
days and months ahead. 

Mr. OXLEY. I thank the gentleman for his opening statement. 
The gentleman from Iowa, Mr. Ganske. 

Mr. Ganske. Thanks, Mr. Chairman. I look forward to the testi- 
mony &oni Chairman Levitt and I yield back. 

Mr. OxLEY. The gentlelady from Colorado, Ms. Degette. 

Ms. Degette. Thank you, Mr. Chairman, and thank you for hav- 
ing this hearing today. I, too, look forward to the introduction (^ 
the Bond Price Competition Improvement Act of 1999. I think that 
there are three broad economic benefits that price transparency 
can bring to us. 

First of all, it can bolster investor protection by providing inves- 
tors with better opportunities to monitor the behavior of the enti- 
ties that make markets of secondary securities. Second, it can im- 
prove market liquidity by boosting investor market maker con- 
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fidence in the market. Finally, it can enhance market efficiency by 
boosting a price discovery process of moving toward the optimal 
price for a. particular security. 

With that, Mr. Chairman, I think there are great beneflts. I 
would commend Mr. Levitt and others through their work in this 
area, as well as you. And I'm so eager to hear my colleague from 
Massachusetts comments, which I know are always wonderful. 
Usually, I have to follow him when I speak, so I'll yield back the 
balance of my time. 

Mr. OxLEY. The gentlelady bravely yields back her time, and we 
now recognize the aforementioned gentleman from the Bay State. 

Mr. Market. Thank you, Mr. Chairman, very much. And over 
the years, Tve found that the single most difficult thing to actually 
have fiin with is the bond market. 

By definition, it's dull. I mean, it's really dull. At least with class, 
you get a little bit attention. But, in the bond market, it's really — 
it's h^rd, you know. It's a hard thing to talk about. 

Fm so glad that we have our great Chairman of the Securities 
and Exchange Conunission with us today; he's going to go down in 
the annals of the Securities and Exchange Commissions as one of 
the greats. If there's a Mount Rushmore, they'd be carving his pic- 
ture out right now. He's at the top. So, we're very glad to have him 
here with us today, and you, as well, Mr. Colby, We thank you for 
coming. 

As you know, the Commerce Committee has had a long tradition 
of leadership in eliminating obstacles to the dissemination of mar- 
ket information to investors. It goes back a long, long way. The 
goal has idways been to ensure that the public got market informa- 
tion. 

At the time that the 1975 Act passed. Congress added amend- 
ments to the Exchange Act, which directed the SEC to facilitate the 
creation of a national market system for qualified securities. When 
Congress enacted that legislation, it did not Umit its application 
merely to stocks, but to all securities, including debt securities. In 
fact, the only type of securities that were not included were the so- 
called exempt securities, which had defined in the securities laws 
to include treasury bonds, government agency securities, and mu- 
nicipal securities. 

At the time this legislation passed, there were many in the 
broker-dealer community, who o|^x)sed it. But some 24 years later, 
the Dow Jones industrieil average is pleased to top 10,000 mark 
and all observers agree that our stock market are much more effi- 
cient and more liquid, in large part due to Uieir increased trans- 
parency. 

Over the years the SEC has not made much use of the powers 
Congress granted to it in this area to bring transparency to uie cor- 

S orate bond market. A decade after pstssage of the National Market 
ystem legislation, this committee also became concerned about the 
inadequacy of price transpfirency in the government securities mar- 
ket. Those concerns ultimately led the committee to include in the 
Government Securities Act of 19S6 a provision mandating a Gen- 
era Accounting Office study of the matter. The GAO's final report 
in 1990 called for Federal regulation of price transparency in the 
government bond market. Based upon this recommen<uition, I 
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crafled legislation, which wonld have extended the SEC price 
transparency authority to the government market. 

But this provision had to be dropped from the iinfil version of the 
Government Securities Act Amendments of 1993, due to the in- 
tense opposition of the government bond dealers. Instead, the com- 
mittee mandated that the SEC include, in its annual report to Con- 
gress, a requirement that the SEC analyze the report on the nature 
and adequacy of price transparency in the government securities 
market, and on any remedifil legislation needed to address any fu- 
ture deterioration in investor access to market information. I look 
forward to hearing from Chairman Levitt this morning regarding 
the SEC's administration of this reporting provision. 

But the principle reason we are meeting here today is to review 
new draft legislation, which would direct the SEC to use the au- 
thorities Congress granted it back in 1975, to issue rules within 12 
months to improve price transpjirency in the corporate bond mar- 
ket. I support this initiative, because I believe that bond investors 
deserve to get full access to the type of market information that 
will better enable them to determine whether they are getting the 
best price for their buy and sell orders. 

I know that Chairman Levitt has alrea^ taken some prelinu* 
nary steps to move the industiy forward in this area and that, as 
a result of his leadership, the NASD is currently considering rule 
changes that would create transparency in audit trail systems for 
the corporate bond market. In addition, I understand that the Bond 
Market Association has eiIso stepped in with a plan to make certain 
market information available. I welcome each of these initiatives 
and would suggest that the legislation we are reviewing today 
should be seen as complimenting these efforts. 

I look forw£u*d to the testimony of the Chairman and our otiier 
distinguished witnesses. And Mr. Chairman, I congratulate you on 
the vigor with which you are continuing to pursue your chairman- 
ship, looking into areas in which we can move on a bipartisan man- 
ner, to ensure that the market works in a more transparent fash- 
ion. And I thank you. 

Mr. OxLEY. I thank the gentleman from Massachusetts. And try, 
as he might, to make the bond issue a little more sexy, you failed 
just a little bit. 

But, that was a ^od try. It was kind of like Boston College try- 
ingto get into the NCAA tournament, but that's another story. 

The gentleman from Missouri. 

Mr. Blunt. Of course, the Southwest Missouri State Bears play 
Duke tomorrow in the NCAA and after that 30 point win on Ten- 
nessee, which was harder to predict than anything in the bond 
market, I think Mr. Chairman, 111 just listen today. 

Mr. OXLEV. I thank the gentleman. The gentleman from Long Is- 
land. 

Mr. Lazio. Once again, thank you for your interest and commit- 
ment and drive on this. And although we've had some disagree- 
ments in the past, I can say now, I thmk you were more right than 
I was. I look forward to the rest of the hearing. Welcome, my wit- 
nesses. 

Mr. OXLEY. Did the reporter get that down? 

Hie gentlelady fix>m Califbmia. 
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Ms. Capps. Hiank you. Thank you, Mr. Chairman. Ym a new 
member to this Subcommittee on Finance and Hazardous Materials 
and I can't think of a more fitting introduction to the committee 
than to hear thfi testimony today from the Honorable Arthur Levitt 
and from Mr. Robert Colby. So, I look forward to your presentation. 
Thank you, very much. 

Mr. OXLEY. Thank you and welcome to the subcommittee, llie 
gentleman fittm the upper peninsula. 

Mr. Stupak Thank you, Mr. Chairman. Ill pass on the <^}ening 
statement and look forward to our witnesses. And thanks for hold- 
ing this hearing. 

Mr. OXLEY. I thank the gentleman. We now turn to our distin- 
guished Chairman of the Securities and Exchange Commission. We 
appreciate, as usual. Chairman Levitt, your participation in this 
debate; and Mr. Colby, welcome, as well. We were honored to visit 
the SEC at your request. I think speaking from all the members 
and staff who attended, it was the most worthwhile opportunity to 
learn more about what goes on over there and to understand fully 
the m;^or responsibilities that you have and that you've done so 
vreU in carrying out. So, thank you and you're welcome to begin 
any time. 

STATEHmrrs of hqn. Arthur levitt, chairhan; and Rob- 
ert UD. COLBY. DEPUTY DDtECTOR, DIVISION OF MARKET 
REGULATION, SECURITIES AND EXCHANGE COMMISSION 

Mr. Levitt. Thank you, very much. I am accompanied by Bob 
Colby, who is the Deputy Director of the Division of Market Regu- 
lation and an absolutely essential component in dealing with the 
many complex issues that division deals with, in our effort to see 
to it that competition in our markets is both fierce and fair. 

Let me say at the outset that 1 support the draft bill, the Bond 
Price Competition Improvement Act of 1999, which directs the 
Commission to use its existing authority to bring transparency to 
the corporate debt market. By adding uie weight of congressional 
action to that of the Commission, I think the bill sends a strong 
message throughout the marketplace as to the importance of this 
initiative. I know that your intent is not to constrain prompt Com- 
mission action in einy way. There is a provision within the bill that 
we have some reservations about, but I know we're working closely 
with the committee staff to resolve that issue. 

Again, as I said in my speech last fall and previous testimony be- 
fore this subcommittee, I think the time has come — it's probably 
long overdue — ^to illuminate this needlessly dark comer of the Na- 
tion's capital markets. Clearly, the tecbnolc^ now exists to ad- 
dress this issue, to gather transaction prices, to distribute than, 
and probably most importantly to interpret them in a timely, a^u- 
rate, and efficient fashion. 

Today, the bond market touches just about every aspect of our 
lives, from the cost of building schools and hosratals to corporate 
investments ui plant and equipment. It impacts tne assets of public 
and private pension funds, and it channels funds to mortgages, to 
car loans, and a whole universe of activities important in our day 
to day Uvea 



,y Google 



The increase in the significance <rf' the btxid market is due, in 
part, to its absolutely imenomenal growth. Since 1990, ccoporate 
bond issuance has increased more than finirfold; and, for high yield 
bonds, more than tenfold. In e^ct, movements in the bond m^tet 
represent a daily vote on the part of investors throughout the 
world, in terms of America's economy. As you see prices go up and 
down, it^s nothing less than a reflection of that vote, wmch takes 
place minute by minute. With $2.4 trillion outstanding, the cor- 
porate d^t market today is nearly twice the size of the numidpal 
d^t market cmd almost 70 percent as large as the outstanding 
treasury market. 

Yet, even in the light of this very impressive growth, the cor- 
porate debt market has failed to keep pace with toe transparency 
miprovements that have taken place in our other markets, induci- 
ing, as Mr. Markey noted, in the government and municipal bond 
markets. Some corporate bonds are traded by interdealer brokers. 
But transaction prices, even for interdealer transactions, are cer- 
tainly not displ^ed, nor are they reported in an organized way. 
Other transactions are not even reported at all. And without a 
trading desk and a sophisticated research department, it's near^ 
imposstt>le to gather and to interpret market data. 

mvestors, vmo lack the resources at their disposal, are really left 
with incomplete information, /^d as far as Fm concerned, incom- 
jdete information leaves investors vulnerable. And that, I think, is 
unacceptable. Guesswork can never be a substitute for readily 
available pricing data. Because bond values are often closely relat~ 
ed, the price of one bond can very often give us important informa- 
tixm about other comparable bonds. And that's why I think com- 
prehensive price transparency is so absolutely crucial. 

Last fall, the Cmnmission asked the NASD to adopt transaction 
repmting rules for corporate debt and to develop systems to collect 
and redutribute transaction prices on an immediate basis. We, 
also, requested that the NASD create a data base of transactions 
and a surveillance program to better detect fatud in the corporate 
drt)t market. In response to that, the NASD has formed a commit- 
tee of market participants. It's called the Bond Market Trans- 
parency Committee, and their mission is to develop an industry 
guided proposal that will increase price transparency and oversi^t 
for the corporate d^t market. We expect to see this proposal before 
the end of the summer. It will, I hope, lead to transaction reporting 
for corporate debt, improving transparency as pricing data is dis- 
tributed to the ptd>lic. In addition, we expect that the NASD's ef- 
forts will lead to improved survollance for the maiket. 

The Bond Market Association is also developing a proposal for 
collecting or disseminating transaction information from inter- 
dealer brokers, but only investment grade corporate ddst securities 
up to now. A lot of the details of that proposal and its relationship 
with the NASD's initiative sse still unclear. I absolutely welcome 
industry support for increased transparency. And I certainly com- 
mit to working closely with the Bond Market Association, as we 
look forward with our initiative. 

Today, market information moves at the speed of light. The 
availabihty of accurate information to ensure the long-term viabil- 
ify of our markets has never been more important. Transpar^wy 
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is more signiflcant, more efTective than almost any regulatory fix. 
The corporate debt market is certainly not immune from these re- 
alities. And without reform, I believe that its current strength can- 
not guarantee its future prominence in an increasingly, and fierce- 
ly, competitive global market. I'm encouraged by the progress that 
we have seen since last fall. I'm encouraged by a cooperative spirit 
in both the public and private sector that appears to characterize 
this initiative. 

A concensus is developing, and I believe that NASD and industry 
action will demonstrate tl^t seeking timely and accurate pricing 
information is both feasible and practical. Transparency leads to 
fair, more efficient, and clearly more effective markets. That's in 
the interest of investors. It's in the interest of our markets, dealers, 
and our economy as a whole. 

I thank the committee. 

[The prepared statement of Hon. Arthur Levitt followa;] 



Chairman Ozley, Representative Towns, and Members of the Subcommittee: 
Thank you for giving the Securities and Exchange Commission ("CommiSHion") Uie 
iqiportunity to present its views on an issue in which we are actively engaged — en- 
hancing transparency in the United States debt market. Today, I'd like to focus on 
three topics: (1) how transparency promotes fairness and efficiency in the U.S. cap- 
ital markets, and how regulatory surveillance bolstM^ investor confidence in those 
markets, (2) why we believe this is the right time for improved transparency in the 
corporate bond market, and (3) the progress that has been made in this area since 
the Fall of last year, when I testified before you about the need to improve corporate 
bond transparency. 

I. REGULATORY GOALS OP ENHANCED TRANSPARENCY AND MARKET SURVEILLANCE 
Trwtsparency ' 

llie Commission has long believed that transparency — the extent to which prices 
are visible and understandable to market participants — plays a fundamental role in 
promoting the fairness and efficiency of U.S. capital markets. Despite differences be- 
tween the debt and equity markets, the Commission believes that transparency is 
just as important for bonds as it is for stocks. Indeed, because the value of a bond 
is usually closely related to the value of other bonds, the [»ice paid for one bond 
may be important information about the value of many other bonds. 

In order to make informed decisions, investors must know the prices recently paid 
for debt instruments generally, as well as for the specific bonds they hold or that 
are being offered in tbe market Often, there are no recent market prices for the 
bonds an investor holds, and their value must be imputed from the prices of other 
bonds. Comprehensive price transparency is therefore critical to informed invest- 
ment decisions. Informed investors, armed with accurate information, ensure that 
market prices represent fair values. And fair market prices, in turn, ensure that the 
markets perform their economic flinction of efSdenUj' allocating capital resourcea 

Because transparency increases the fairness and efficiency of markets and fosters 
investor confidence in uiose markets, it has the added benefit of encouraging greater 
participation by investors. This participatiDn means more trading, more ro^^et li- 
quidity, and perhaps even new business for bond dealers. Thus, we believe that a 
sound and sensible approach to bond market transparency will benefit almost evety- 
one—investors, dealers, and the economy as a whole. 

The Commission has a long history of supporting price transparency. When Con- 
gress adt^ted the 1976 Securities Act Amendments, it gave the Commission sub- 
stantially greater authority over quotation and transaction r^wrting. Since then, 
the Commission has pressed repeatedly for increased transparency in equity mar- 
kets. Each time opponents have predicted doom, and each time the results have 
shown that more transparent leads only to more liquid and efficient mai^ets. Re- 
cent eiqKrience in the debt markets has reinforced the Commission's belief in the 
benefits of price transparency. 
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mple, in 1991, with oicouiagcment from the Comiaiwion and CtuupVM, 

tb* Industty created GovPX, an electrmic rep«x1iiig wfStem.to distribute real time 
quotM and traiuactiaD prices for U.S. Treasury securities. Treasuiy maiketa tod^y 
exhibit an extnuHdioary oxnbination of hidi Uquidi^ and low transaction coats. 
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volume has increased from (111 Umoi per day in 1990 to $227 billion per 

dav in 1998, and the spreads for benduoaik bonds * are near zero. 

In 1995, anin with the Coromission'e mcouragement, the Municipal Securities 
Rulemaking Board ("MSRB") b^an collectiitf the details of dealer-to-dealer tians- 
actioDs in the municipal bond maricet and mstributin^ daily summary r^KM^ In 
August of last year, with Commission approval, the dai^ reports were expanded to 
include customer trades as well as inteidealer trades. Host recently, just last No- 
vember, the Bond Market Association befian offering daily summanes on its Inters 
net Web site, malting municipal bond pnces for the previous day available for the 
first time to the general pubhc. This new W^ page received 17,000 hits in its first 
three weeks of operation, suggesting a high level of interest by the public. 

Althous^ we view the MSKB transparency program as a successiul effort, the full 
impsct of transparency in the municipal market will not be clear until trade repeal- 
ing is done on a real-time basis, which the MSRB has committed to do and whidi 
we continue to support 

In retrospect, we believe the government and raunidpal securities maricet brans- 
parency imtiatives demonstrate both the benefits of price transparency in the debt 
maritets, and the wisdom of beins sensitive to the spedflc qualities of each market. 
The Commission's corporate bona transparency initiative will be carried out in the 
same spirit, seeking to Airther transparancy goats in a manner uniquely tailored to 
that market. 
Begulatory Surveillantx 

Market surveillance, like transparency, is a fundamental means of promoting fair- 
ness and confidence in markets. In fact, the two go hand-in-hand. Transparency pro- 
motes fairness and efficiency by making essential information available to all mar- 
ket participants, assuring that market dedsiona ara based on appropriate informa- 
tion. Surveillance efforts, in turn, are designed to promote fairness and investor con- 
fidence by detecting and preventing fraudulent practices, such as market manipu^- 
tion, and other potential abuses. Surveillance and transparency efforts, in essence, 
unite to provide a comprehensive program for protecting investors and promotii^ 
the effectiveness of capital maritets. 

Effective market surveillance systems reauire that comprehensive trade informa- 
tion be reported to regulatora. This reported trade infomiaUon is subsequently used 
to produce audit trails and other sopnisticated market surveillance tools. The key 
to meaningful surveillance is regulatory access to comprehensive trading informa- 
tion, essentially the same information that is required for price transparencv. 

Today, no regulator, has routine access to transaction information for tne brood 
universe of corporate bonds and preferred stocks. Consequently, there is no orga- 
nized system for routine surveillance of trading in that msrket. Regulators must de- 
pend on examinations of broker-dealere, or react to complaints brought by investors, 
which are cumbersome tools. A system of comprehensive trade reporting will permit 
the creation of a regulatory database and appropriate tools for proactive supervision 
<urthe corporate debt maiketo. 

n. IMPORTANCE OF U.S. DEBT MARKETS 

Recent Growth 

We encourage this focus on the corporate bond maricet now, because in rec«it 
years it has grown in importance, but not in openness. In 1985 the corporate bcMid 
market, measured by outetanding debt, was smaller than the municipal bond 



Corporate Bond Trxaiaparwuy 

Despite ite unprecedented g 

to ke^ pace wiUi transparent 
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the broad spectrum of corporate bonds is not available to the public or even 



Despite ite unprecedented growth, however, the corporate debt market has Cailed 
> ke^ pace wiUi transparency improvements in other markete, including the gov- 
ernment and municipal Dond maricets. Timely and accurate pricing informati'm on 
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ket participants. Some corporate bonds ar« traded by interdealer brokers, but trans- 
action prices, even for interdealer transactions, are not displayed or reported in an 
organised way. As a result, in order to obtain accurate valuations of corporate debt 
instruments, corporate bond market participants must have a trading desk and a 
research department with sophisticated analytical tools to gather and interpret mar- 
ket information. Generally these kinds of resources are available only to large 
broker-dealers and institutional inveatois. 

The time has come to illuminate this needlessly dark comer of the capital mar- 
kets. The technology now exists to gather transaction prices, distribute thero, and 
interpret them in a timely, accurate, and efBcient manner. Developing such a mech- 
anism seems the next logical step. 

III. CURRENT INITIATIVE 

The initiative started last Fall to improve corporate debt transparency is moving 
forward. As we testified in September, we have asked the NASD to adopt trans- 
action reporting rules for corporate debt, and to develop systems to collect and redis- 
tribute transaction prices on an immediate basis. We also requested that the NASD 
create a database of transactions and a surveiUaoce program to better detect fraud 
in the corporate debt market. 

The NASD subsequently formed a committee of market participants — the Bond 
Market Transparency Committee -to work toward an industry-guided solution that 
will increase price transparency and oversight for the corporate debt mai^et. 

The NASD was asked to take on this initiative for two reasons. First, the NASD 
is the self-regulatory organization for the over-the-counter market, where almost all 
corporate debt transactions take place. While the NASD is already responsible for 
surveillance of this market, it generally lacks access to the market information 
needed to do so effectively. Second, the NASD already has in place much of the re- 
quired infrastructure. For example, the NASD has a national network that collects 
transaction reports in Nasdaq and listed securities traded over-the-counter. It per- 
forms on-line comparison and reconciliation of those transactions, and redistributes 
the reported information to vendors and to the NASD's regulatory subsidiary, 
NASDR. We believe that much of this technology is adaptable to the corporate debt 
market and will obviate the need to "reinvent the wheel." Finally, the NASD will 
be able to create systems that combine trade reporting and comparison that will fur- 
ther the industry's goal of T+1 settlement, which is also supported by the Commis- 

The NASD, and the industry committee it formed, are wording toward a proposal 
for market ti^nsparency tailored to the unique features of the corporate bond mar- 
ket We expect to see such a proposal before the end of the summer. We expect that 
the proposal will lead to transaction reporting for corporate debt that will improve 
transparency as pricing information is distributed to the puWic. Similarly, we expect 
that the NASD's efTorts will also lead to improvemente in ite surveillance of the 

The Bond Mailcet Association C^BMA") is also developing a proposal for collecting 
and disseminating transaction information from interdealer brokers, but only in in- 
vestment ^de conmrate debt securities. While the details of that proposal and its 
relationship with the NASDs initiative are still unclear, we welcome industry sup- 
port for increased transparency. We believe that TBMA's efforts will, at a minimum, 
demonstrate the feasibility of immediate price reporting in the corporate debt mar- 
kets. 

IV. CONCLUSION 

In conclusion, the Commission believes that we are making strides toward greater 
transparency for corporate bonds. Transparency is both feasible and practical, and 
it will lead to fairer, more efficient and more effective markets. Almost everyone will 
benefit — investors, dealers, and the economy as a whole. 

Thank you. I would be happy to respond to any questions you may have. 

Mr. OXLEY. I thank the Chairman for his statement and I recog- 
nize myself for 5 minutes for questions. 

Let me begin by asking, Chairman Levitt, as you know, the SEC 
has had the authority to improve transparency in corporate debt 
since the 1975 Act. Why do you think over the years that that has 
not been pursued aggressively on the part of the SEC? 
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Mr. Levht. Well, it hasn't been for lack of interest. When I first 
came to the SEC, our top priority, at that point, was b^inning to 
look at our debt markets, particularly our municipal markets, be- 
cause we felt that, at that point in time, that market almost totally 
lacked transparency. But the vast number — the growing number of 
retail investors in that market were absolutely operating in the 
dark. It was idmost like an oriental bazaar: individuals didn't know 
what they were buying, what they were paying, whether the bonds 
were rated or unrated. And there was a culture of pay to play, 
which characterized the way dealers got that business. So, we 
spent several years addressing that issue. 

But, it is clear from that time that our debt markets require ad- 
ditional attention. And I guess the shortest answer to your ques- 
tion would be in terms of priorities. We never felt that this was a 
low priority, but we felt that other issues really required our atten- 
tion, at thiat point. And, frankly, the initiatives in the municipal 
market and the way the industry worked closely with us to attain 
our goals in that regard have set the stage for this initiative; I 
tiiink it makes a concensus solution much more likely. And, al- 
tiiough I share your desire to have attained this 5 or 6 years ago, 
I think we will attain it more comprehensively and more com- 
pletely, at this time, as a result of a lot of the work that has been 
done in the past. 

Mr. OXLEY. I appreciate that. Of course, 1975 was long before 
your teniu% began anyway and, obviously, there was, even going 
back into the 1970*3 and into the 1980'8, very little interest in this 
subject. I think probably other than Ed Mar^y, there was veiy lit- 
tle interest on the Hill, as well. We appreciate your efforts in work- 
ing with us toward a better good. 

Mr. Chairman, should investors have to pay for market data on 
bonds? 

Mr. Levitt. This service is so important, such a significant bene- 
fit to investors, that we simply have to find a way to mnd providing 
that service. And that means that various vendors, various dealers 
are going to have to account for some of the resources for providing 
that service. Now, as to whether investors pay directly, I mean, 
that's an open question, at this point. But, I think that it does have 
to be paid for and it does have to be provided. Now, I think there 
are resources in the community to provide that service. 

Mr. OXLEY. Do you support giving investors bond prices at real 
time? There's some argument that doing so may affect liquidity. 

Mr. Levitt. I think that transparency is good for liquidity. I re- 
ject the notion that it is bad for liquidity. I think a marl^t that 
is open, transparent, available to anyone who WEmts to access that 
ma:wet is a market that throughout the history of meirkets has at- 
tracted the greatest amount of interest. I believe that, while real 
time is a goal, it's certainly one that is realizable, and I am sup- 
portive of moving in that direction. 

Mr. OxLEY. Do you support the increased transparency for bonds 
issued by government-sponsored entities, or should they be, be- 
cause of very unique nature, be the only ones that shouldn't be re- 
quired to provide more transparency? 

Mr. Levitt. I think we nave to look veiy carefttUy at that. I 
think clearly what GovFX did for treasuries was something very 
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important, in terms of public good. And certain aspects of the gov- 
ernment market, I think, are attracting greater £ind greater public 
support and involvement. We have to consider that area, as we 
move forward. 

Mr, OXLEY. Thank you. The gentleman from New York. 

Mr. Towns. Thank you, very much, Mr. Chairman. Chairman 
Levitt, on the next panel, the Bond Market Association will testify 
that an industry-sponsored solution is the best way to enhance 
transparency in the bond markets, but this market-based solution 
should be assessed before regulatory response is determined or 
mjuidated, and that the Association believes that legislation man- 
dating regulatory action is unnecessary and unwanted, at this 
time. Do you agree or disagree with that? 

Mr. Levitt. You know, I think that industry solutions are always 
the ones that we try to be mindful of, and, wherever possible, the 
Commission works closely with the industry. It's zui industry, eifter 
all, that I came out of and spent most of my life in. And, in general, 
I think the industry has a significant contribution to make, particu- 
larly in this area. But, the legislation doesn't obviate that fact. The 
legislation asks the Commission to more forward with its rule- 
making process and covers areas that the industry solution does 
not presently address. 

The industry is dealing in the present iteration of that solution 
with highly rated, very liquid bonds. And I think, with retail inves- 
tors moving into other aspects of the corporate debt market, we 
have to extend beyond that area. It's terribly important that we 
cover all areas. And I think it would be a mistake to hold up our 
approach in favor of waiting for the industry or, for that matter, 
holding up the industry to wait for us. We're going to move as 
quickly as we can. I hope that the industry will move with us. But, 
I think we both have the incentive, as a result of this legislation, 
to move expeditiously and get this behind us. 

Mr. Towns. Thzmk you. The committee draft includes language 
requiring the SEC to take into consideration the effectiveness of 
private sector initiatives. In your determination about whether 
rules or other actions are necessary, do you agree with the need for 
such an assessment? 

Mr. Levitt. I don't think that has to be placed in the legislation. 
I think if you trace the history of the Commission, in terms of its 
dealing with the industry that we regulate, our history shows that 
we work closely with them. We're not operatir^ in a vacuum. I'm 
concerned that, the way that language is worded, it could indeed 
force us to wait for an industry solution. I think that should be left 
to our working with the industry and seeing to it that the two of 
us move as expeditiously as possible. 

I'm told that the language in its present form might be jm im- 
pediment. And why place it there, unless you're fearful that we 
wouldn't do that? I would assure you that, as we always do, we will 
be consulting with all the parties £md all our constituents that 
have an interest in this eirea. 

Mr. Towns. Well, I'm happy to know that you indicated you will 
be consulting and tsdking here, because I think that the chairman 
raised Em issue, in terms of sort of who would pay for the service. 
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And, of course, I think all these are issues that really have to be 
talked about a great deal before an)4>ody can move forward. 

Mr. Levitt. Absolutely. 

Mr. Towns. At this time, I yield back, Mr. Chairman. 

Mr. OxLEY. The gentleman yields back. "Die gentleman from Mia- 
aouri. 

Mr. Blunt. Thank you, Mr. Chairman. Let me pursue that just 
a little bit more. Chairman Levitt. What about the idea of paying 
the market-baaed solution? Is there any reason that we should be 
concerned about the industry making a profit from market data? Is 
that going to dramatically impact, in your opinion, the wide access 
to that data? Do you think we ought to be thinking about that, as 
we craft this legislation? Or do you think that there likely is com- 
petition going to mean that the data is going to be available in an 
affordable and easy way? Or just talk to me a little bit more about 
that. 

Mr. Levitt. Well, this is part of an issue that goes far beyond 
this bill. This goes to the whole issue of how market data is gath- 
ered and disseminated, how it should be funded, who should fimd 
it. 

I think we have to take a step back and analyze our whole regu- 
latory system, which is predicated on the cooperative efforts of the 
self-regulatory organizations, the Commission, and private rights of 
action. Without ^1 three of those bodies, I can say to you that we 
simply would not be able to protect investors, as effectively as the 
system has protected investors for the past 65 years. 

The setf-regulatory organizations have established a substantial 
network of services that include testing, surveillance, and enforce- 
ment efforts. The NASD has built a very commendable and effec- 
tive regulatory mechanism. And you have to ask yourselves what 
is the best method of paying for that. Clearly, their membership, 
through dues and fees and services, have to pay the bulk of it. And 
if we take away a substantial portion of the revenues from any of 
those entities, what would happen to them? 

When I was the Chairman of the American Stock Exchange, 
nearly 60 percent of our revenues came from providing data. Now, 
you may say to me, well, that's crazy. Who wants to run a business 
based upon that? That's not your mission. And I'd say I worried 
about it and worried about it a lot, because I felt that, if we ever 
came to the day when that source of revenue was not there, I didn't 
know what we could do. So, if you take away that money from one 
of the exchanges, cleeirly somebody, some institution, some entity 
is going to have to make up the d^erence. Theyll have to develop 
other charges, and some subsequent SEC chairmem will be sitting 
here answering the question of why do you allow those charges to 
be imposed upon this or that participant in the marketplace. 

I don't really know the answer to it. I understand that we're 
going to have hearings at some point on this subject. And I've writ- 
ten a letter to all of the institutions that provide this service, tell- 
ing them that we are in the process of analyzing it and coming 
back with recommendations. And I'd like to complete this rather 
long winded response to your question by saying that we are ad- 
dressing the issue, which is complex, and we look forward to work- 
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ing closely with this committee, as we try to reach some reasonable 
conclusions. 

Mr. Blunt. Certainly, your experience at the American Stock Ex- 
change would indicate th^t the industry providing data and provid- 
ing it at a cost has worked effectively? 

Mr. Levitt. Yes, 

Mr. Blunt. The only other question I've got, just on the whole 
issue of implementation. I know that more than 20 yesirs ago, the 
SEC was given authority to work to make corporate debt more 
transparent, has decided that wasn't necessary. This is, I think, a 
little more directed. But, more importantly, just for my view on 
this, you do think this is important and if we pass this legislation, 
would move toward the goal of transparency? 

Mr. Levitt. I absolutely commit to it. I commend the sponsors 
of this initiative. I think it's probably long overdue. And I commit 
to working closely with the committee and being sure that this is 
reality, as quickly aa possible. 

Mr. Blunt. Thank you, Mr. Levitt. Thank you, Mr. Chairman. 

Mr. OXLEY. I thank the gentleman. The gentlelady from Colo- 
rado. 

Ms. Degette. Thank you, Mr. Chairman. I'd like to follow up. 
Chairman Levitt, on an issue that Mr. Towns talked to you about, 
which was the industry's voluntary initiative to collect price data 
on certain bonds and tiiey disseminate the data to the public Eind 
regulators. And you talked a little bit about that. I'd like to hone 
in a little bit more specifically and ask you to address two aspects 
of that. 

First of all, how effective do you think the industry can be, in 
monitoring itself, in collecting price data on investment corporate 
bonds from interdealers? 

And then a second and related question is that how do we 
know — and this might be a better question for the panel following 
it, except I have to leave, so I'll ask you to opine and then maybe 
when they testify, they can tell us — tell my staff or something. But 
my second question is how can you be confident that desilers will 
actually participate, in a meaningful way, in some kind of vol- 
untary program? 

Mr. Levitt. Well, I think the industry is really capable of doing 
this. The Bond Market Association, wHich is coordinating the In- 
dustry effort, is the same group that worked closelv with the Com- 
mission, in our municipal initiative. And I think the genius of the 
creation of this bill, mandating the Commission to move forward on 
this, I think will really catalyze the industry to rapidly bnng to clo- 
sure their part of this and hopefully carry it beyond their present 
inclination. So, I think the combination will work very well. 

Ms. Degette. I thank you. I don't have any other questions. 

Mr. OxLEY. Thank the gentlelady. The chairman of the fiall com- 
mittee is recognized. 

Chairman Bliley. Just a couple of questions, Mr. Chairman. In- 
formation is a public good, so why should exchai^es or dealers be 
able to cross subsidize other parts of their business to profits from 
market data? 

Mr. Levitt. Well, the providing of market data is something that 
has concerned the Commission, and, indeed, about 2 weeks ago, I 



,y Google 



16 

sent a letter to all self-regulatory organizations that were providing 
that data. As I mentioned earlier in my testimony, that data rep- 
resents a substantial part of the revenues of some of these institu- 
tions: 15 percent in the case of the New York Stock Exchange, a 
substantial part for the American Stock Exchange and the Pacific 
Stock Exchange. And we are studying this issue and going to <»me 
up with recommendations, as part of a much broader package. 

But, because the numbers involved are so considerable, we have 
to decide collectively with the self-regulatory orgsmizations how 
they can fund themselves. If they don't get it from this source, 
where will they go to get those funds to movide the all important 
investor protections that they are provioing? I mentioned before 
that we will work very closely with the committee, as we work 
through a study with uie industry to determine what fair pricing 
would be and lu>w that pricing is related to the actuEil cost of pro- 
viding that information and what other sources of funding the in- 
dustry can develop to see to it that they are viable Institutions in 
doing their self-regulatory jobs. 

Chairman Bliley. Well, that's reassuring that you will have 
some guidelines, at leetst, to somewhat relate the cost of providing 
the iiuormation with the cost that they charge. 

Will improved transparency improve price competition among 
bond dealers? 

Mr. Levitt. I think it will. I think improved transparency creates 
the kinds of markets which will attract more and more pubUc at- 
tention, and more transparency, I think, by virtue of competitive 
pressures, will improve pricing, as well. 

Chairman BLILEY. Thank you, Mr. Chairman. And thank you, 
Mr. Chairman. I have no further questions. 

Mr. OxLEY. I thank the gentleman. The gentleman from Michi- 
gan. 

Mr. Stupak. Thank you, Mr. Chairman. Just a question or two, 
Mr. Levitt. Maybe you could help us a little bit on the bill that's 
been introduced, and I know you said you support it. In plain 
English, could you help me out a little bit on i^e two? They go 
in there and they say, "Action required, the Commission shall 
adopt rules and iake such other actions." It goes on to say, "To as- 
sure the prompt, accurate, reliable, and fair collection, processing, 
distribution, pubhcation, transaction information, including the last 
siale data, with respect to covered debt securities, so that informa- 
tion is av£iilable to all exchange members, brokers, dealers, securi- 
ties information processors, smd other persons." 

And then they bracket it. And it's my understanding you have 
some concerns about the bracketed language in — ^from the brackets 
on line 19 to 24. Are you suggesting some alternative to the brack- 
eted language? Can you break that down for me? 

Mr. Levitt. My concerns about that language are that it could 
be interpreted that the Conmiission would have to defer addressing 
this issue for a solution by the private sector. I mentioned before 
that, on any of our regulatory initiatives, we work very closely with 
the private sector. And I think all of us feel, judging by the state- 
ments that I've heard this morning, that this is something we 
should approach expeditiously. The (tnvate sector solutions that 
have been recommended thus far, I think, are commendable, move 
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in the right direction, are not as comprehensive as we would like 
it, and are limited to only one part of the market. I believe that 
this initiative should carry to other parts of the market. 

Now, for Instance, the high yield market, is part of the market 
that more and more retail investors are getting into. It's obviously 
a part of the market that holds greater risks than the other ends 
of the market. And, because of that, I think we've got to look very 
carefully at that. We can't leave the high yield market totally out 
in left field. 

So, I guess my feeUng is that we will accomplish everything that 
is intended to be accomplished by this pEmtgraph. But by czisting 
it in stone, in a piece of legislation, I believe it defies our expedit- 
ing the process. I'd like to ask Mr. Colby to comment on this, as 
well, if I might. 

Mr. Colby. Sure. We think the bill would be better without the 
paragraph included. If you decide to go forwsu-d 

Mr. Stupak. The bracketed part? 

Mr. Colby. That's right. 

Mr. Stupak. It would be better without the bracketed part? 

Mr. Colby. That's right, because it reuses ambiguities and we 
think that It's something that we don't need in order to do the job 
we're planning to do, that we've said we would do. We have some 
language, if the committee decides to keep something similar to the 
bracheted language, that would reflect that. One of our goals is not 
just to create a data base, but it's also making sure that the mar- 
ket cjm be monitored. So, we need to take into account surveil- 
lance, and to be able to create a surveillance data base, as well. 

Mr. Stupak, And any suggested language you have, I'm sure, 
any member on this committee will be receptive, at least take a 
look at it. 

Can I ask you, Mr. Levitt, then, on page three, because you said 
you didn't want to leave anything out in left field, and peiee three, 
I think line five, starts, "Covered debt securities." And tney say, 
"covered debt securities" and then they say, "exempted securities." 
So, what securities are carved out by the exempted securities and 
should they be and what securities might the SEC carve out by its 
grant of exempted authority? 

Mr. Colby. Exempted securities are treasury securities, agency 
securities issued by Fannie Mae, Freddi Mac, and others, and mu- 
nicipal securities. Municipal securities are covered by a separate 
scheme under the Act. Ti«asuries are typically covered by a sepa- 
rate scheme also. And agencies are covered, at this point, by page 
three of the bill. It's a technical issue — ^it may be covered by an- 
other provision. 

Mr. Stupak. Well, should they be carved out? Should they be ac- 
cepted? 

Mr. Colby. For agency securities, the straight bonds that are 
issued by Fannie Mae and others are already covered very well by 
the existing GovPX system. What's left is mortg£ige pass through 
securities and collateralized mortgage obligations, which are quite 
complicated, in order to cover everything in this process. 

Mr. Stupak. Could I just ask him to follow up my second part 
of the question? Are there any securities that the SEC might want 
to see carved out? 



,y Google 



18 

Mr. Colby. I believe the reason that this is written the way it 
is, ia so that if, after consultation with the industry, there are secu- 
rities that inunediate disclosure creates problems for, this would 
give us the authority to carve those out. 

Mr. Stupak. Thank you. 

Mr. OxLEY. The gentleman's time has ^cpired. The gentlCTtian 
ftom Statan Island. 

Mr. FOSSELIA. No questions. 

Mr. OXLEY. The gentleman fix)m New York. 

Mr. Enoel. Thank you, Mr. Chairman. How come you said 
Statan Island for him and you didn't say Bronx and Westchester 
forme? 

Mr. OxLEY. I choked. I couldn't remember. 

Mr. Engbl. Thank you. Chairman Levitt, first of all, let me say 
that — ^let me thankyou for the job that you do and thank you for 
your accessibility. There has not been a time when I've called you 
that you haven't gotten back immediately, and I know every on the 
committee feels the same way. So, I wanted to just say that pub- 
lidy, I really appreciate it. 

You spoke, in your testimony, you talked about a>rporate debt 
transparency. And I'm just wondering, is that where you see the 
most trouble or the most difficulty nowadays? Is it lack of trans- 
parency? Is it the corporate debt problem? 

Mr. LEVITT. Well, if I began to assess priorities, in terms of 
what's going on in the markets, I'd have a pretty long list. But, al- 
most every issue that would be on that list are issues that could 
be enhanced by virtue of increased transparency. And what this 
bill proposes to do is really an extension of what the Commission 
has embarked upon, in both the corporate and the municipal mar- 
ket, and is something that was directly and appropriately man- 
dated in 1975. And the circumstance that more and more individ- 
uals are using our debt markets today than ever before in history 
makes this a particularly timely, appropriate step to take. 

Mr. Enoel. Thank you. The Bond Market Association, it's con- 
cerned that the premature release of transaction information might 
inhibit the trading activity of vital market participants. Could you 
respond to those concerns and how this might affect the implemen- 
tation of tools to improve market transparency? 

Mr. Levitt. Well, again, I remember from my own days in the 
industry, while the industry is enormously progressive, in terms of 
new prt)duct8 and new ways of funding our capital marketplace, 
the industry sometimes is reluctant to implement chaise, in terms 
of how they deal with the public. I believe that the industry is ex- 
tiemely progressive and the fact that they did such a superb job, 
in terms of our municipal m£U'kets, tells me that they are equally 
capable of doing the same job, with respect to our corporates. And 
I understand the reservations that they nave, becaiise this is bring- 
ing light to a market, which was clearly not as liquid as our equi^ 
markets, cannot be treated overnight in the same way that we 
treat our equity markets. 

But the goal is the same. The goal is greater imderstanding, 
greater transparency. Congress has appropriately recognized that 
goal Emd is mandating the Commission to come up with a solution, 
which I assure you will be sensitive to the industi?, but most sen- 
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sitive to the public interest. And I think that that sense of balance, 
between Congress, the private sector, and the public sector is ex- 
actly the way to go and the time to go there is now, not 6 months 
or a year from now. 

Mr. Engel. I think it was about 5 years ago, NASD introduced 
a fixed income pricing system to improve transparency in the high 
yield sector. How well has that worked? 

Mr. Levitt. I think it's worked extremely effectively for what it 
was meant to do. 

Mr. Engel. And the SEC's recommendations to NASD, how 
might that increase the timely dissemination of information? 

Mr. Levitt. I think what we've asked the NASD to do, essen- 
tially, is adopt rules, which require dealers to report all trans- 
actions in U.S. corporate bonds and preferred stocks to the NASD 
and to develop a system to redistribute that on a timely basis; and 
second, to create a data base of transactions, in bo^ corporate 
bonds and preferred stock; and finally, and I think in some ways 
most importantly, to create a surveillance program to better detect 
fraud in this market, something that you simply can't do in the ab- 
sence of taking the steps that you've asked us to take. And I think 
they Eire in the best position to do this. They are Eilready geEired 
up to move forweird on this. I believe they have the resources aad 
the experience, and I'm very comfortable having this done by a self- 
regulatory organization, rather than having government do it. 

Mr. Engel. Thank you, very much. 

Mr. OxLEY. I thank the gentleman. The time has expired. The 
gentleman from Wisconsin, Mr. Barrett. 

Mr. Barrett. Thank you, Mr. Chairman. I just have a couple of 
quick questions. Is there anything specifically that you would like 
to see added to this measure? 

Mr. Levitt. Well, I think working together with the committee, 
the legislation appears to be thoughtful and sufficiently comprehen- 
sive to do the job I think it's intended to do. 

Mr. Barrett. In the ideal world, would there be any tools that 
you would want to have or do you feel that you have the tools nec- 
essary? 

Mr. Levitt. I think with respect to this particular initiative, it 
gives us the tools necessary to do the job. 

Mr. Barrett. I have no further questions. 

Mr. OxLEY. I thank the gentleman. The gentleman from Massa- 
chusetts. 

Mr. Markey. Thank you, Mr. Chairman. Mr. Chairman, you said 
earlier that there were limitations to the Bond Market Aasociation 
transparency initiative that necessitate SEC and NASD action. Td 
like to explore those Umitations further. 

First, isn't it true that the scope of the initiative is limited to in- 
vestment grade debt? 

Mr. Levitt. With respect to the Bond Market Association, yes, 
that's correct. 

Mr. Markey. So, all the non-investment grade corporate bonds 
wouldn't even be covered? 

Mr. Levitt. That's correct. 

Mr. Markey. Isn't it also true that the industry initiative relies 
entirely upon voluntary participation? 
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NASD is a self-regulatory organization under the 34 Securities Ex- 
change Act. It is subject to direct SEC regulation and oversight, to 
ensure that it meets its obligations under that Act. Because no pri- 
vate organization is subject to the full ray of SEC oversight and re- 
view, the NASD is alone in its regulatory protections it provides 
among those seeking to improve bond market transparency. 

In addition to its SRO status, the NASD has developed the 
NASDAQ Stock Market into the world's premier electronic tradii^ 
system, with the larger share volume of any market in the world. 
Its trade data are provided through one of the most extensive pri- 
vate networks in the world, which is being expanded. 

As part of that network, the NASD operates the automated con- 
firmation transaction service, or ACT, which handles the post trade 
process for NASDAQ trade, and in a multi-dealer market similar 
to the current bond market structure. Among other things, ACT 
provides mandatory 90 second trade reporting, last sale dissemina- 
tion, on-line trading comparison fmd reconcuiation, risk manage- 
ment, real time regulatory oversight, and forwarding trades for 
clearing and settlement. ACT, as we have it today, thus could read- 
ily be adapted as a basis for bond reporting and trade comparison 
system that could provide both heightenea oversight and reduced 
systemic risk. 

Since the SEC requested us to undertake this initiative in Sep- 
tember of last year, the NASD has conducted extensive research on 
the depth and breadth of corporate market, reviewed reporting, 
surveillance elements, met with data vendors, clearing firms, and 
network display vendors. To pursue the initiative with all delib- 
erate speed, the NASD has empaneled a bond market transparency 
committee, representing investors in all msyor segments of the 
bond market, to ensure that enhanced bond transparency is imple- 
mented appropriately and can be provided at the earliest possible 
time. We are proud of the wide representation that we have been 
able to obtain on this extremely important committee. Represented 
on it are individual investors, academia, institutional investors, 
m^or U.S. Investment banking firms, large discount firms, regional 
investment banking firms, foreign-based investment banking firms, 
brokers, brokers, the Bond Market Association, the Securities In- 
dustiy Association, and our own regulatory fixed income commit- 
tee. 

Our committee has made substantial progress. The committee 
has agreed, in principle, as to the securities that should be In- 
cluded in the system, which now includes all registered debt securi- 
ties in 144(a) securities. The committee will determine what will be 
disseminated and within what timefiiame, to ensure maximum 
transparency, without disrupting markets and, consequently, 
harmmg liquidity. The committee has agreed that the NASD's 
automated confirmation transaction system will be an important 
tool for the confirmation of reported trades, especially as settlement 
cyclea ultimately shorten the trade date plus one for settlement. 
Tiie committee has also esteblished that the information that it has 
collected should be widely disseminated to all vendors, to the maxi- 
mum extent possible. 

The NASD is strongly supportive of the objectives and principles 
embodied in the Commerce c&afi; of the Bond Price Competition Im- 
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Srovement Act of 1999, and expresses its appreciation, too, Mr. 
'hairman, for your efforts in this important area. We particularly 
want to stress the importance of the provision in Section 11 of that 
bill, that expressly preserves all of the Commission's authority 
under Section 11(a). We believe that this provision is especially im- 
portant in making it clear that the Commission has the authority 
to approve all the terms on which meirket information may be ob- 
tained and distribute, including the power to ensure that fees 
charged are fair, reasonable, and non-discriminatory. 

The NASD will work, as we have, with the SEC and the securi- 
ties industry tojnake the necessary changes at the eeirliest possible 
time, with the maximum beneiit to the investor and the minimum 
disruption to the industry. Thsmk you, Mr. Chairman. 
[The prepsired statement of J. Patrick Campell follows:] 

Prepared Statement of J. Patrick Campbell, Chief Operating Ofhcer, The 

Nasdaq Stock Market 
I am J. Patrick Campbell, Chief Operatiiig Officer of the Nasdaq Stock Market, 

The NASD would like to thank the Subcommittee for this opportunity to testify 
again on bond maricet transparency and the changes needed to improve that trans- 
parency for investors and other maricet participants. It was my pleasure to testify 
before this Subcommittee last September 29 and share with you our thoughts on 
bond market transparency. Since that testimony we have made significant progreas, 
which I would like to describe today. I will also accept the Subcommittee's invitation 
to comment on its draft bill, the Bond Price Competition Improvement Act of 1999. 



Let me briefly outline the role of the NASD in the regulation and operation of 
'■■ - ' ■ '^ ■ >^'^ -^ ' > - .1 •■ . ' -^ J, the 1938 Maloney 

NASD is the largest 
Drld. Virtually every 
ith the public is re- 
quired by law to be a member of the NASD. The NASD's membership comprises 
5,600 securities firms that operate in excess of 70,000 branch ofSces and employ 



more than 590,000 registered securities professionals. 

The NASD is the parent company of The Nasdaq Stock Market, Inc, the American 
Stock Exchange, and NASD Relation, Inc. (NASDR). These whoUy-owned subsidi- 
aries ojjerate under delegated authority from the parent, which retains overall re- 
sponsibility for ensuring that the on»nization's statutory and self-regulatory func- 
tions and obligations are fulfilled. The NASD is governed by a 27'-member Board 
of Governors, a majority of whom are non-aecurities industrv affiliated. Board mem- 
bers are drawn from leaders of industry, academia, and trie public. Among many 
other responsibilities, the Board, through a series of standing and select committees, 
monitor trends in the industry and promulgate rules, guidelines, and policies to pro- 
tect investors and ensure maricet int^rity. 
The Nasdaq Stock Market 

In keeping with the NASD's mission of facilitating capital formation for the ulti- 
mate benefit of investors, the Nasdaq Stock Maritet develops and operates a variety 
of mai^et svstems and services. 

The Nasdaq Stock Market is the largest electronic, screen-based marlcet in the 
world, capable of handling trading levels of at least one and a half billion shares 
a day. Founded in 1971, Nasdaq today accounts for more than one-half of all equity 
shares traded in the nation and is tHe second largest stock market in the world in 
terms of the dollar value of trading. It lists the securities of 6,100 domestic and for- 
eign companies, more than all other U,S, stock markets combined. 
The American Stock Exchange 

As the nation's second latest floor-based exchange, the American Stodc Exchange 
has a siniifieant presence m both listed equities and equity derivative securities. 
It lists 770 companies, and ia widely known for its development of successful new 
investment products. 
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NASD adulation 

NASD S«gulatioii is responsible for the registration, education, testing, and exam- 
ination of member flrma and their employees. In addition, it oversees and regulates 
our members' market-mBldng activities and trading practices in securities, including 
those that are listed on The Nasdaq Stock Market and those that are not listed on 
any mchange. 

NASDR carries out its mandate from its Washington headquarters and 14 district 
ofBces located in m^or dtaes throughout the country. Through close cooperation 
with federal and state authorities and other self-regulators, overlap and duplication 
is minimized, freeing governmental resources to focus on other areas of securities 
regulation. 

NASDR has examination responsibilities for all of its 5,600 members. In addition 
to special cause investigations that address customer complaints and tenninations 
of brokers for regulatory reasons, NASDR conducts a comprehensive routine cyde 
examination program. 

THE BOND AND EQUITY HARKEIS ARE DIFFERENT 

The NASD is well aware of the important diiferences between the dd>t and equi^ 
markets. These diiferences include: 

■ SUe — The bond markets are many times larger than the eaui^ mariwts. For ex- 

ample, the combined equity trading on the Nasdaq Stock Market and New YoA 
Stock Exchange — the two most active markets in the world, based on dollar vol- 
ume — totals $44 billion per day. The bond markets' total trading volume is ap- 
proximately S350 billion per day, or eight times larger. 

• Number ofKmd tssues— There are many more bond issues than stock issues. Fw 

example, about 16,000 stocks trade publicly on US stock mai^ts, but there are 
more than one million bond issues outstanding. 

• Trading activity — Bonds trade most heavily in the first weeks after they come to 

maritet After that time, they tend to be placed in portfoUos by institutional and 
various retail accounts and held longer term. Equities tend to trade more fi^ 
quently and are usually held for a shorter period of time. 

• Yield — In most areas of the debt market, bonds trade on yield rather than on dol- 

lar price and are valued in compariscm to benchmark government securities. 
Bond trading reUes on interest rates, inflation e^>ectaliona, economic data, 
quality of debt, and the terms of the bond itself, more than on &ctora that are 
unique to the issuer. 

■ Intermediaries — Certain sectors of the bond markets rely heavily on the role o( 

the 'iirokars' brokers." These intermediaries provide anonnni^ between bood 
dealers to avoid divulging their dealers' market positions. The Brokers' brokers 
also provide dealers with information to give greater insight into current mar- 
ket situations. 

■ Over the counter — About 90% of all bond trades take place in the over the counter 

market rather than on an exchange. 

• Transparency— Aa discussed below, corporate bond markets trade with less price 

transparency, that is, the extent to iiriiich timely data on prieee is visible to all 

market participants. 
Although there are dear differences in the bond and equity markets, the NASD 
believes uiat there are ptindples that apply equally to both, such as Uie need tat 
— :__ . ™ —. — J _w__^,— -_.i..t.^ v»=-.j „^ modem surveillance systems 

THE SEC CALI^ FOR TRANSPARENCY 

While public perception of the differences between the ddit and equi^ markets 
has been growing slowly, SE!C Chairman Levitt* s September 9, IMS statonent 
brou^t the problem with the laA of teansparency in the bond markets cleariy into 
the miblic's awareness. 

Chairman Levitt identified a deer need for corporate debt market price trans- 
parent, saying: 

"InvestOTs have a ri^t to know the prices at which bonds are being bought 
and sold. This will h^ them make bettw decisions, and it will increase oon- 
fidence in the fauness of the markets. The sad tiuth is that invcBtors in the 
corporate bond market do not epjoy the same access to infitrmation as a car 
buyer or a homebuyer or even a fiiiit buyw. And thafs unacceptable. Gueas- 
wicak can never be a substitute for readily available price data." 
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Noting that the corporate d^t market remains one of the last major US markets 
to not have some type of electronic price diacloaure system, Chairman Levitt an- 
nounced the NASD's agreement with the SEC to take several actions: 

• Propose rules requiring dealers to report all transactions in U.S. corporate bonds 

and preferred stocks to the NASD and develop systems to receive and redistrib- 
ute b'ansaction prices on an immediate basis; 

• Create a database of transactions in bonds anjd preferred stocks that will enable 

regulators to take a proactive role in supervising the corporate debt maritet, 
rather than only reacting to complaints brot^ht by investors; and 

• Create, in coitjunction with the development of a database, a surveillance program 

to better detect &aud to foster investor confidence in the fairness of these mai^ 
kets. 
We are committed to working with the SEC, the Subcommittee, and other parties 
to develop approaches to brii^ greater transparency to the bond markets. We be- 



While recognizing the contributions of other or^nizationa, and continuing to work 
with them for greater transparent?, the NASD is imiquely situated to develop the 
systems and rules for the pubhc dissemination of bond transaction information. 
'Hiese benefits stem from the NASD's SRO status, its proven network and systems 
capabilities, and its potential to provide comparison and settlement improvements 
to reduce systemic risk. 
SEO Status 

The NASD is a Self Regulatory Organization imder the 1934 Securities Exchen^ 
Act It is subject to direct SEC regulation and oversight to ensure that it meets its 
obligations under that Act. 

These obligations include: protection of investors and the public interest; pro- 
motion of just and equitable principles of trade; fair representation of members; eq- 
uitable allocation of dues and fees; prevention of fraud and manipulation; fostering 
cooperation with the clearance and settlement system; facilitation of securities 
transactions; discipline of members for rule violations; governing the form and con- 
tent of non-exchange quotations; compliance with SEC reguirements on system 
standards for redundancy, capacity and security; provision of^ audit trail capaoility; 
and maintenance of market surveillance systems. 

Because these extensive obUgations are neither required of or by any private orga- 
nization, nor is H non-SHO private organization subject to the full array of SEC 
oversight and review, the NASD is alone in the regulatory protections it provides 
among those seeking to improve bond market transparency. 
NASD Network and Systems Experience 

The NASD has developed the Nasdaq Stock Market into the world's premier elec- 
tronic trading system, with the largest share volume of any market in the world. 
Its quotes and trade data are provided through its extensive networii to over 
300,000 screens worldwide. 

The NASD has not rested on its success, however, and is constantly improving 
its systems. The NASD is now deploying a new, high capacity, high rehabihty, state- 
of-thie-art enterprise wide communications network to service the more than 7,000 
Nasdaq workstations throughout the country. The new network will initially provide 
us with four billion share day network capacity, expandable to more than double 
that amount. It uses leading edge communications teuinology and ti*ansparent back- 
up capability to provide far greater reliability. This new network, one of the world's 
largest, will ensure that NASD capabilities will be more than adequate to meet any 
adoititmal capacity required by a bond transparency initiative. 

In addition to its market building success and its systems capacity improvements, 
the NASD operates systems that are relevant to providing additional transparency 
to the bond markets. 

For example, the Automated Confirmation Transaction service (ACT), handles the 
post-execution process for Nasdaq issues' trades that were negotiated over the tele- 
phone or executed in the various execution systems of The Nasdaq Stock Maricet 
Among the critical post-execution steps that ACT handles are: mandatory 90 second 
trade reporting, last sale dissemination, on-line trade comparison and reconciliation, 
risk management, forwarding trade data to NASDR Maricet Regulation for real-time 
oversight, and forwarding trade data to the National Securities Clearing Corpora- 
tion for clearing and settlement 
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aujpli&ing proc«HiiiK, and rMudng uncnnpared tradea. In adwtion, ACT ccniA ac- 
eoaunodate tb» duitiges needed when the tune fbr aetUement is reduced from T+3 
toT+1. 

NASD PROGRESS TO DAIS 

Since the SEC requested us to undertake this initiative in September of tsst year, 
the NASD has conducted extensive research on the depth and Weadth of corporate 
nuukets, r e v i e wed r^iortiiig and surveillance elements, and met with data vendors, 
de«ring firms, and oetwoik display vendors. 
Vie Bond Market Tnnapartney Committee 

In order to ensure that enhanced bond transparency is implemented appropriately 
and can be provided at the eariieat possible time, the NASD has emj>ane]led a Bond 
Blarket Transparency Committee repreeenting investors and all miuor segments the 
bond mai^et. These segments and Clommittee members include: 

■ Individual Investors — Dr. John Markese of the American Association for Individ- 

ual Investors. 

• A(»demia— Dr. Ian Dmnowits, Penns^vania State University 

■ Institutional Investors— Ian MacKinnon of the Vanguard Group and Edward 

Wiese of T.Rowe Price Investment Services. 

• laree Discount Firms— John Ladensa^ (rf'Charies Schwab & Company. 

■ RMional Investment Bankine Firms — Stanly Beccbetti of AG. Edwards and 

Sons, and Michael Shea of XC. Bradford ft Compan/. 

• London-Baaed Investment Banking Firm — Marii E. Field of Schroder & CoioMiny. 

• Major Investment Banking Firms — Jane Carlin of Morgan Stanlejr Dean Witter 

& Company, Kelly Martin of Merrill Lynch ft C(Hnpany, and Michael Mortara 
of Goldman. Sachs & Company 

• Brokere" Brokers— Jamea Jacol^ of Asiel ft Company, LLC and Joseph Shea of 

Cantor Fitzgerald Partners. 

• B<Hid Maricet Association — William H. James of Lasard Freres & Company. 

• Securities Industry Association — Jeffrey Theodorou of Prudential Securities. 

• NASDR Fixed Income Committee — Zachary Snow, Chairman of the Fixed Income 

Committee. 
The Committee's Progress 

Our Bond Market Transparency Committee has worked diligently from its first 
meeting on Januaiy 14 ana is >uovi^ quickly to identify and solve the issues in- 
volved with increasing transparency. 'Hie Committee has made substantial progress. 

llie Committee has agreed in principle as to the securities that should tie in- 
cluded in the system, which now indud^: investment grade corporate debt; medium 
torn notes issued by U.S. companies; corporate 'Yankees," including development 
banks, and sovereigns; capital trust securities; convertibles; units; assetbadLeds; 
floating rate notes, and 144A securities. 

The Committee will determine what will be disseminated and within what time 
frame in order to ensure mairimiim transparency without disrupting markets and 
consequently harming liquid!^. 

The Committee has agreed that ACT will be important to the confirmation of re- 
ported trades, especially as the settlement qrde shortens to T+1. 

The Committee has established that the information that is collected should be 
widely diaseminated to all vendors, to the maximum extent available. 

THE BOND PRICE COMPBTITIGN IMPROVEMENT ACT OF IBM 

The invitation letter to this hearing asked us to provide our comments on the 
Committee Draft of the Bond Price Competition Improvement Act of 1999. 

The NASD rect^nisea that the goal of the bill la to ensure that the momentum 
started by Chainnan Levitt and CnairmeD Bliley and Oxley last Fall continues to- 
ward bond market transparency. The bill wotild require the SEC to adopt rules on 
the collection and distribution o( tranaactian infbrmatitm on covered debt securities. 
In addition, the IhII would amend the definitioa of exempted securities in the 1934 
Securities Exchange Act to cover Kovemment sponsored enterprises under the bilL 
Finally, the bill would requh« studies of inactivdv traded securities and munidpal 
•ecuritiee by the GAO, in consultation with the ^C and the Munidpal Securities 
Rulemaking Board. 
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The NASD is strongly supportive of the objectives and principles embodied in the 
bill of enhanced bond transparency and remains committed to work with you and 
your staff as this bill works its way through the legislative process. We particularly 
want to stress the importance of the provision in Section 2 of the bill that expressly 
preserves all of the Commission's autiiority under Section llA. We believe that this 
provision is especially important in making it clear that the Commission has the 
authority to approve all of the terms on which market information may be obtained 
and diab-ibuted, including the power to assure that fees charged are fair, reason- 
able, and nondiscriminatory. 

CONCLUSION 

The NASD thanks the Subcommittee for this opportunity to update it on our 

Srogress toward increased bond transparency and oiu: views on the recently intro- 
ucedbill. 

We strongly support the goals and objectives of the Committee Draft of the Bond 
Price Competition Improvement Act, a bill to enhance bond market transparency. 
We believe that our experience in developing systems for both the equity markets 
and the high yield bond markets will serve as a strong foundation as we prepare 
to fulfill our commitment to the SEC to improve transparency in the bond markets. 
Althotigh we would all like to implement important changes like transparency 
quickly, we are proud of our efforts to date and pledge our continued efforts. We 
will work with the Congress, the SEC and the securities industry to make the nec- 
essary changes a reality at the earliest possible time, with the maximum benefit to 
the investor and mini mum disruption to the industry. 

Mr. OXLEY. Thank you, Mr. Campbell. Mr. Green. 

STATEMENT OF MICAH S. GREEN 

Mr. Green. Thank you, very much, Mr. Chairman. It's a pleas- 
ure to be before the subcommittee today. If I could ask that my en- 
tire written testimony be submitted for the record fuid I wilt talk 
more topically about the legislation and the Bond Market Associa- 
tion's initiative. 

Mr. OxLEY. Without objection, both statements will be made part 
of the record. 

Mr. Green. Thank you. Before going into the l^slation and our 
initiative, I want to first commend you and the members of the 
subcommittee and the leadership of the committee and the staff of 
the committee for everything they have done since the heftring last 
September, in Ulpng the industry and the NASD and the SEC to 
get involved in this effort. Since September, we've taken your guid- 
ance and your ui^ng very seriously and we commend you for your 
leadership in bringing this issue to the level cf public attention 
that it surely needed. And I'd also like to commend the SEC Chair- 
man Levitt, the entire SEC staff and members, as well as the 
NASD and our friend Pat Campbell for everything they have done 
in reaching out to the industry, so that we cfm work cooperatively 
in this effort. There's not a competition between a private sector 
initiative and what the NASD is working on. Frankly, they are 
very complementary efforts. But, we are working very, very closely 
with the NASD and look forward to that good working relationship 
going forward on this and other issues. So, I commend them for 
their leadership. 

We represent — the Bond Market Association represents under- 
writers and dealers of municipal bonds, corporate bonds, govern- 
ment securities, and virtually all bonds that are traded and sold by 
issuing authorities throtighout, the country and throughout the 
world. And we're very proud of the fact and several times over the 
last many, many years, when this committee has brought to the at- 
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tention of the industry and the r^ulators problems that exist in 
the marketplace, that we have tried to step up to the plate and ad- 
dress those issues. And in so doing, we have tried to be not only 
responsive to the industry — to the concerns of Members of Con- 
gress and the regulators, but have also tried very seriously to look 
very deeply into ourselves and to make sure we're not missing 
something. And throughout the consideration of the Government's 
Securities Act, as well as the municipal secxirities market and now 
the corporate market, we've tried to step up and to say what's right 
and what's wrong about these markets and work vigorously and ob- 
jectively to try to address those issues. 

Our written statement, unfortunately, was submitted prior to the 
issuance of the final draft of legislation. And I want to state here 
today that the latest draft that we saw is a draft that the Bond 
Market Association can be supportive of. We feel very strongly that 
the legislation reflects the interest of the free marketplace, by ac- 
knowledging that private sector Initiatives should be considered by 
regulators prior to finalizing a direction for the regulator to take. 
And we don't view this as a delay at all, because as you'll hear in 
a moment, our private sector initiative is weeks away from becom- 
ing an absolute reality. But, we do believe that when an industry 
acknowledges the criticism that is rEiised by policymakers and is 
willing to take the actions necessary to address the concerns raised 
by those policjrmakers, there should be absolute consideration of 
the results of that work, because, otherwise, would make all this 
work meaningless emd this work is very important. In a sense, 
we've become a laboratory for price transparency in the corporate 
bond market. 

So, we commend the subcommittee for including that bracketed 
language that was talked about earlier. Frankly, I view the brack- 
ete more as a highlight, that it's the most important of the bill. 
And I know that there will be debate on it. But, we do view that 
if this legislation is not intended to impart new regulatory author- 
ity to the SEC, but, in fact, to impart a congressional desire to em- 
ploy regulatory authority that already exists, what you're doing 
with this bill is laying out your views, as to how that existing au- 
thority should be utilized. And by simply adding that they shall 
consider — and shall consider the private sector initiatives in carry- 
ing out the provisions of this Act, is not an impediment. In fact, 
it will make the whole process work that much better and the Com- 
mission and the regulators and the NASD will have the value of 
our initiative in moving forward. 

Second, the legislation is tremendously improved by includii^ 
language in there that requires the consideration of the effect on 
liquidity in the marketplace. We don't sit here today to say that 
price transparency will hurt liquidity in the marketplace. Rather, 
we say that liquidity in the marketplace is extremely important; 
that if you lose liquidity, you hurt the ability of states and corpora- 
tions and governments to come to market and get the very best 
prices on their bonds and get the very lowest cost of borrowing. So, 
it should be a consideration when looking at price transp£u-ency in 
the corporate bond market. And if it proves that it's not a problem, 
cany on. If it proves that it is a problem, it should influence how 
the nnal outcome appears. 
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And then finally, we are also very appreciative of the fact that 
your legislation does not spell out a specific form of transparency 
and you leave that up to what the SROs are doing £uid what the 
marketplace is doing, to try to figure out what the best way to ap- 
proach that issue is. So, we commend you for the current version 
of legislation and we do look forward to working with you on that. 

Now, if I may very briefly talk about where our initiative is and 
what the derivation of our initiative. The derivation of our initia- 
tive is this subcommittee. This subcommittee, and I can hear the 
words coming out of many of the subcommittee member's mouths, 
as if it were yesterday, and it was only a few months ago, that the 
industry had to do something. And we came out of our hearing im- 
mediately and met with Arthur Levitt, and after forming a trans- 
parency committee, informed him that we were prepsired to do 
something veiy tangible in this area. And we presented a proposal 
to him and we sent it, of course, to the committee, as well. And im- 
mediately thereafter, we issued a request for proposal, an RFP, 
from various information providers and information services, to try 
to implement our price transparency system. We asked that those 
propos£il8 be delivered by December 31. We really thrilled a lot of 
people for the Christmas hoUdavs. But by December 31, we re- 
ceived nine proposals from a wide array of information providers. 

During the first 2 weeks of January, we reviewed those propos- 
als. And at the end of J£uiuary, we awarded a contract to GovPX. 
Why GovPX? Because GovPX is a facilitator of information. Just as 
it has provided tremendous market-based information in the gov- 
ernment securities market, £is well as, as Bob Colby said, the agen- 
cy market, GovPX can be a facilitator here. And to address Con- 
gresswoman's Degette's point, they, also, have fabulous quahty con- 
trol measures at work right now in the government securities mar- 
ket, and we wanted them to be employed here, too. And now, we're 
about to test. Next week we have beta testing planned for this, in 
the hopes that this system, as designed to try to capture trans- 
action information on a continuous bfisis through the day on ac- 
tively traded securities, becomes ahve at the end of April. 

Now, we're not saying it's the end all and be all. Wnat we're say- 
ing is we are doing what we can, as an industry, to facihtate ad- 
dressing your concerns as a committee as quickly 2ls possible. We 
are working very closely with the NASD in this whole process, to 
try to move forward and beyond. But, at this stage, we are a few 
weeks away of having something up and running that would give 
everyone, the public, market participants, better information. And 
it would give regulators the information they need to survey the 
market, albeit £is was said, not for ail securities in the market, but 
for those that we can capture quickly that would give better sur- 
veillance and enforcement information and, more importantly, it 
would give regulators and this committee information as to what 
price transparency should look like going forward. 

So, we believe very strongly that it would be short sighted to 
move forward on a specific regulatory approach right now, until 
you've seen the results of this, which is, as you can, by the chart 
over there are just weeks away. And as soon as it goes on live, we 
will start seeing information. And also to answer several questions 
that came out about cost, we intend that this information, on cor- 
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porate bond transaction infonnation for those actively traded secu- 
rities would be available through our onsite 
wvnv.investingandbonds.coni, free of charge to investors, just like 
we do it now for the municipal market, ^d as Chairman Levitfs 
written statement said, that municipal market Website is hit 
many, many times throui^ut the day. 

So, we're very proud of this effort, but we, also, realize that regu- 
lators and legislators want more. And we're willing to work toward 
the next steps beyond this, but we, also, feel very strongly ttiat this 
laboratory that we've set up will have results from that experiment 
and they should be allowM to be analyzed and looked at, as we 
move forward. 

So, with that, I welcome your questions. And Mr. Chairman, I 
thank you and tiu> committee. 

[The prepared statement of Micah S. Green follows:] 



Ilw Bond Hatk«t AModatiim appraeUtM the opportuni^ to « . 

t OUT views on ueodatad legialativa 
tim repnaents aecuritiea mna and 
banks that underwrite, trade, and sell debt seeuritieB noth dHnestacaUy and inter- 
natioaally. We cmmnend Chaiiman Blil^, Chainnan Oxley, and the Bubcommittee 
ibr t<^i'i'y the tune to exanune this impulant issue. 

Last Septendier, this Subonnmittee held a hearing that examined the state of 
price tnuiaparency in the bond mariwts. At that heanug, Chairman Bliley and oth- 
ers challenBed the industiy to improve price trannmrency in the bond markets. Se- 
curities and Exchange Conunission Churman Arthur Levitt made a similar call in 
a New York speech on September 9th, and again at the hearing. The induati; has 
heeded those calls. 

In September, we pledged our support fbr the goal oTjrroviding investors with 
meaningful price informatton and resfGrmed our commitment to improve price 
transparency in the corporate bond markets. In keeping with that pledge, the Asso- 
ciation la sponsoring a private-sector initiativ« that will provide price data on inter- 
dealer broker trades of investment grade corporate bonds to all market participanta 
and investors. Begiiming next month, the Aaaodatton expects to inaugurate a sctt- 



jt^ met— Corporate Tradea I— 
^ , 1 Govfit Inc. GovPX is a leading pro- 
vider of price and volume data in the government securities market and will operate 
the sfVtim for data oollection and dissemination. 

This initiative repr ea enta our initial attanpt to improve the availabilitr of price 
data to the iHibtic fw the corpwate bond markets. In addition, the initiative creates 
a labM«toi7 in which both market participants and regulators can obtain important 
inri^ts into the interactioD between transaction reporting and licpiidi^. We are 
pleued to rqxnt at this time that the tim^wne fbr the inauguration of^public re- 
ports bv the md vi April remains realistic and achievable. At the same time, we 
a^nowledge that this initiative is merelv one part of a longer process tlirou^ 
which a varietr otdiSbxvat svatenu and solutioaa will evolve. 

...■_....-_..._. ■-' -'(y.j,>j^ sdutioc" "" ' L-..— 



Hiatwicalli', industiy-based sdutions to transparenc)' diallenges ii 
Ms have addressed the n ' " ' ' ' 
■like, and have resulted in 

price data availoUe to the public withwU dianaition o. ... 

Haricot Asaociatioo played a nujor, proactive roU in the design and implei 



k^ have aodrrased the needs of l^i^tors, regulatcKS, and market participants 

alike, and have resulted in signifieant improvonenla in the amount and S**M!^ *'^ 

e data availaUe to the public withwU dianaition of market liquidity. The B<»td 



of systems t . . . 

markets. We will do the some in tlw corpcwate n 

In the mvemment secnrities moAet, the Association was instrumental in the cre- 
atim of tiw QozPX qrstcon for Treasury securities. Today. GoxnC is recognised as 
a leading nnvider of real-time ^rice and volume infbrmabon, and is widely credited 
with significantly improving pnce tronworent? in the eoveniment secuntiet mar- 
kets. In the munidpal manet, we worked closely wiu ttie Hunictpal Secoritiea 
Rulemaking Board (HStB) to devdiy a transaction lepwrting syaton that pnvidee 
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relevant data to inveators. Last November, the Assodation, in coordination with 
Standard & Poor's J.J. Keim^, began poetie^ the MSSB's price and volume data — 
enhanced b^ yield, credit ratuis, rail dates, and other us^iil information — on its in- 
vestor website, inveslir^nbon^.com. This user-fHandly service enables investors to 
obtain enhanced end-of-day piidng information — from the previous trading day — cm 
actual municipal bond transactions free of charve. 

Clearly, this industry has estabUshed a tradition of respondins promptly and effi- 
ciently to calls for increased price transparency in the bond markets. The corpoiate 
mariuts are no exception. In less than six months, the industry has made substan- 
tia] progreas toward implementing a sjratam that will enhance corporate btrnd price 
tran^areocy. [See the attached tunebne that iUuatrates the tnv^ress of our trans- 
parenCT initiative.] Our commitment to improving transparenqr is aerioua, and we 
are makins it happen. 'Hierefore, we believe it wmild be premature at this time, to 
eaael legislation designed to immediatdy mandate transparency through regulatoiy 

In this statement, we focus on three themes. First, we will present our views on 
the critical relationship between price transparency and maricet liquidity in the cor- 
pm^te bond markets. Second, we will discuss the progress the indvutry has made 
toward improving price transparency since September. Finally, we will discuss why 
legislation to improve transparency through regulatory decree is not necessary at 
this time. 
Transparent Policy Issues 

The Association fully supports the goal of enhancing price transparency in the cor- 
porate bond maricets. However, price transparency should not be oonfUsed with reg- 
ulatory reporting. Regulator r^mrting inwlves providing trade information to reg- 
ulators f^ audit tnul or other market surveillance purposes. The Asaodatian fUlfy 
supports the timely transmission of corporate bond bansaction information to regu- 



mting a system that would require immediate reporting of every trade in the cor- 
porate bond markets. The differences between the equity maAet and the bond mar- 
kets have Ions been recognized by regulatran. Chairman Levitt himself is on mxad 
stating he is not stugesting that we transpose the national market system built 
for equities to the debt markets." The Association urges Congress and regulators to 
keep this in mind as they move forward with plans for enhancing regulatory report- 
ing systems to supplement dealer books and records which have long been available 
for inspection. 

In contrast to regulatory reporting, price transparency is the timely disseniination 
of trade information to the pubhc. Here, the objective is to provide the public — in- 
cluding both large institutional investors that dominate the corporate bond markets 
and individuals — with useful information about the current price levels of bonds 
they hold or wish to buy or sell — without jeojiardizing their ability to trade these 
bonds. Here, we raise the issue of real-time price diss^nination because some have 
indicated their belief that the public has a right to know the prices and volumoa 
of all trades instantaneously. 

The nature of the corporate bond markets creates some unioue challenges for the 
design of systems that would efficiently distribute meaningful price data to all in- 
vestors. Firat, there are many different bond issues outetanding, and over 96 per- 
cent of corporate bonds are held by institutional investors. In the corporate bond 
markete alone there are an estimated 400,000 individual bonds outstanding.' Sec- 
ond, the vast m^ority of outetending bonds trade very infrequently, i.e., the bond 
nia»ete are not continuous trading markets. Unlike the stock market where moat 
issues trade daily, it is not unusuaTfor months to pass between trades in a particu- 
lar b(Hid issue. For example, in 1996, of the approximately 400,000 corporate bonds 
outstanding, only 4 percent traded at some point during the ^rear.^ 

The Association is also quite concerned about the negative effect that real-time 
diasemination could have on liquidity in the corporate bond markets. Since dealers 
and institutions trade large blocks of bonds, revealing prices and trading volumes 
instantaneously could hurt market hquidity. If market pariidpants (i.e., potential 
counte^arties) had access to information about other market partidpant's trading 
strat^ies, it would be more difficult to conduct further trades. Given the non-con- 

' Source: CUSIP Serrice Bureau. Estiinate includea corporate bonds, medium-term notes, 
asaetbai^ed iKmd*, and non-ageocy mortgage securities outstanding as of September 1996. 
' Bond Haiket AiaooaticHi eatimate. 
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idpant attemptiiig 
_ , . .of ules poatM be- 

fore the poaition was fiilly liquidated. Oftoi, a small numbw of institutions or deal- 
ers bold veiT large blocks of a particular issue, and thus, a liquidation of their f<m- 
tion would be obvious to the maiket Additi<mally, once the bonds are token into 
inventory by a dealer, it could take days, or even weeks to find a buyer for these 
less-liouid bonds. 

Hie bond martlets depend on the willingness of dealers to take positions in bonds 
and carry inventor?, thereby shifting manei risk to the financial intermediary and 
creating hipiidity for investors. The premature release of transaction informatitm 
could inhibit the trading aetivi^ of these vital maricet participants. Clearly, a pro- 
longed reduction in mancet liquidity would have serious conse^umces not only tor 
the bond markets, but for the economy as a whde. Liquidity disturbances, sudi as 
those that occurred in the bond markets last fall, can lead to a higher cost of capital 
for bond issuers, and inhibit capital formation. Higher capital costs for America's 
corpCH^tions translate into less funding for capital ezpansion^-e significant factor 
affecting economic growth. This is why the Aasodation's initiative is designed to 
strike an important balance between transparencjr and market liquidity. 

Regulators have long recognized the differences between hi^ujr liquid markets — 
such as those for most listed equities, and less liquid markets — when crafting niloe 
for various markets with respect to the timeliness and content of public dissemina- 
tion. In moat of the equities markets, price tranq>arency has been equated irith real 
time last sale reportmg. While real-tiiae transaction price and size di«aeminati<m 
characterizes the nature of price transparencgr for liquid equity securities, trana- 
-larency for illiquid equities is quite different Trade data for hquid equities must 
« replied to the NASD within 90 seconds of the tranaaction via the Automated 
Confirmation System (ACT), which automatically disseminates trade informatioD to 
the pubUc. However, trades in illiquid equity securities are reported to the NASD 
for regulstiny purp<»es — but not via ACT — and these trades are not ever reported 
to the public. AdtUtLanaUy, odd-lot transactions in National Market securities and 
private placements (in r^iance on Section 4(2) of the Securities Act) are not re- 
quired to be reported through the ACT system. 

Likewise, transparency initiatives for the OTC bond markets need to take into ac- 
count the individualistic nature of bonds, differences in liquidity, and differences 
across instruments in the various bond markets. Historically, these differences have 
been recognized by Congress and regulatory authorities as evidenced by the dif- 
ferences Mtween existing bond market transparency systems that have been devel- 
oped and have been found to be providing adequate information to date. The at- 
tached table illustrates the characteristics of several transaction reporting systems 
currently operating in U.S. financial markets. 

In the government securities market, GovPX is a leading rarovidv of real-time 
benchmaiv pricing for all active and ofT-the-run Treasuries. The liquid nature of 
Treasury securities led to a solution that provides prompt price dissemination for 
Treasury securities. In the municipal market, price tnmspBrentnr has been greatly 
enhanced by the Municipal Securities Rulemakmg Board's (MSRB) end-of-day trade 
reporting, a system that currently includes both dealer and customer trades. B^iD- 
ning in November 1998, the Association b^an posting this data on its 
investinginbonds.com website fi«e of charge. Investors can access CUSIP numbers, 
security descriptions, number of trades, volume, and h^h and low prices for munici- 
pal bonds that trade four or more times on the prior da^. Additionally, investors 
can sort the data according to State or other criteria. This enhanced user-friendly 
fonnat has been well-received by the investing public. The less-liquid nature of the 
municipal securities mattet led to the development of this time-delayed and afo- 
thedzed trade reporting system. It is important to note that individual iavestcw re- 
sponse to this data has been extremely favorable and liquidity in this mailet was 
apparentiy unharmed by the implementation of this system. 

In the corporate market, a price transparency system for high-yield bonds has 
been in place since 1994. The NASD introduced the Fixed Income Pricing Syst^ 



action data for 60 designated (mandatcn-jOhi^-jdeld bonds. Interestingly, actual 
transactitms are never disseminated to FIPS participants cv to the public. Again, 
it should be noted that regulators fUlly recogmzed the poetdble harm that could be 



brought about by real-time transaction dissemination and \^ imposing a sjrstem on 
the entire market In a 1991 report to Congress, then SEC Chairman Richard 
Breeden acknowledged that mandating increased price tranqiarency to the entire 
hi^t-yield market cotild be harmful: 
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. . . mandating increased transparency for the lai^e segment of the market that 
is illiquid could further reduce dealer partidpation in that segment of the mai^ 
ket, and is tberefbre only practical wnere a "critical mass" of market partici- 
pants exists. 
The foregoing review of transparency s^tems in the market ibr illiquid eqiiities 
and in the oona markets highlights a critical fact Currently, there are no real-time 
transaction reporting systems in existence that require or provide immediate public 
dissemination of every trade in a given class of illiquid securities. Furthermore, reg- 
ulatwa have recogniied the difference between limiid and illiquid securities when 



dent tat reqmrii^ such an extmsive ^stem, the ne^tiv« impact on the maritets 
would be dinicult to quantify since it has not been oraerved in any market for rel- 
atively illiquid securities. However, academic research has shown that too e 



transparency can actually increase market volatilitv and lower market liquidity in 
markets where trading volume is thin — precisely tne type of characterization that 

applies to a large number of securities in the i '" ■----■ ■--'- • "" '— 

the Association is concerned that market liquii 
the mandatory real-time disclosure of all trades. 

The Association believes the best way to enieditiously achieve meaningfiil price 
transparency in the corporate bond markets is to embrace a maiket-oHented ap- 
proach that is designed to preserve market Uquidity. This approach will also allow 
tbr the reassessment of existing systems and adjustments to tlie systems over time. 
This is cimsistent with the historical approach to price transparency that has {Koven 
to be successful in the government and municipal nond markets. 
7^ Assoctottbn's Tramparency Initiative 

The Association has taken the lead in developing a system that will enhance price 
transparency in the investment grade corporate bond market In September, the As- 
sociation organized a Price Transparency Steering Committee, under the auspices 
of our Corporate Bond Division, to examine the issues that roust be considered when 
designing appropriate systems to improve price transparent without damaging 
market fiquidl^. The Committee is comprised of senior bond ofBcials from draler 
and intar-dealer broker firms. After the Subcommittee hearing last September, the 
Committee resolved to implement a system that would respond dir«ctly to the chal- 
lenge put forth by Congress and the SEC. 

Members of the Steering Committee met with SEC Chairman Levitt in October 
to express the industry's desire to design and implement a first-phase transparency 
solutaon within a six-month period. Recognizii^ that the industry initiative would 
likely have to meld with the longer-term goals envisioned b^ the SEC, the Steering 
Committee proceeded with the plan to demgn an initial price transparency system 
for investment grade corporate bonds. 

In November, the Association issued a "request for proposals' (RFP) that asked 
pricing and information vendors, as well as others who could facilitate this initia- 
tive, to submit proposals presenting how they would implement the Association's 
initiative by enabling inter-dealer brokers to submit investment grade corporate 
bond transaction data and redistribute such data to the public throu^ electronic 
means. The Association also held a bidders conference to answer questions and dis- 
cuss other aspects of the plan with prospective bidders. 

By the ena of December, the Association had received nine proposals from an im- 
m«ssive erotip of biddras. Following interviews and deliberation in January, the 
Steering Committee selected GovPX as the vendor that would design and operate 
the system for the industry's transparency initiative. GovPX proposed a collection 
mechanism that is extremely flexible and can be adapted over time to include a 
wider range of reporting entities and/or securities. The ability of the initial system 
to expand and adapt to future modifications is a strong-point of the GovPX system. 
In addition, from the perspective of the Association, GovPX is essentially a 
"focdlitator" with a strong track record and financial incentives to redistribute price 
data through the broadest range of existing and prospective data vendors. Finally, 
GovPX has extensive Mmrience coUectii^ price data from inter-dealer brokers and 
dinsMninating that data for the entire range of government securitieB, 

Last month, the Steering Committee adopted a set of initial display parameters 
for the transparency system, and inteaiB to consider adjustments to Ui^ prelimi- 
nary parameters after the system has become opeiationaL The initial parameters 
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w«re developed in eonmiltati(m with a broad range of the Assodation'a monbersh^ 
not only from Wall Street, but fit>m across the country. Of paramount importance 
to the Conunittee was the intention to protect the confidentiality of inveaton' posi- 
tions, particularly with regard to less-hquid debt securities. Over the past several 
months, the Committee eouected valuable input from inter-dealer bn^ers, dealers, 
and tbtnr customers before detennining the initial parameters for the transparent 
initiative. 

The Association's Voluntary Price Transparency Initiative product, called Cor- 
porate Trades I, will collect price data on investment grade corporate bonds from 
inter-dealer brokers to meet this Subcommittee's priority to disseminate data to the 
pidilic, and to meet the SEC's and the NASD's priority t« obtain information for sur- 
veillance purposes. The Anociation ^mects that inter-dealer brokers active in the 
investment mde corporate bond marlcet will report data on all transactionB to 
GovPX. To date, seven leading into^ealer brolEers— which account for appnm- 
mately 90 percent of inve«tment ^de trades of all inter-dealer brdters— have in- 
formed the Association of their mtent to participate in this voluntary initiative. 
GovPX will then make the data available to the public consistent with the prelimi- 
nary display parameters agreed to by the Steermg Committee and the Corporate 
Bond Division of the Association. 

With respect to disHemination of transaction data to the public, the initial diai>laj 
parameters will provide for continuous reporting throughout the day of the prices 
of all investment grade corporate bonds that have been traded at Irast four times 
and involve individual transactions of $10 million or less. This information will be 
disseminated to GovPX subscribers within one hour of ttie occurrence c^ the fourth 
trade and within one hour for all trades in the same security thereafter. At the end 
of each trading day, the price and size range of every trade meeting these param- 
eters will be (Gsseminated to the public and enhanced with descriptive infonnatioii 
including credit ratings and yield-to-Treasury data. 

Actual sizes of individual trades will not be revealed publicly in order to preserve 
investor anonymity, which is importont due to the concentrated ownership of cor- 
porate bonds. The Association's preliminary view is that these public display param- 
eters strike a fair balance between our objective of enhancing transparency without 
jeopardizing market liquidity. However, for surveillance purposes, regulators will be 
provided with a file of all price and volume data for all trades reported to GovPX. 

We expect this new information product to be available to the public throush data 
vendors before the end of April, In addition, the Association plans to make the data 
available in a user-friendly format on its inveBtinginbonas.com website free of 
charge at the same time or shortly thereafter. 
Legislation Mandating Regulatory Action is Not Needed 

The Association believes that legislation mandating immediate regulatoi? action 
for price transparency is unnecessary and unwarranted at this time. This industry 
has responded promptly to calls for increased transparency. Widespread market 
abuses nave not been identified in the coiporate bond markets, nor have investors 
clamored for more protection due to opacjue conditions in the corporate markets. 
While it is appropriate and commendable for Congress te examine the issues related 
to price transparency in the bond markets, the industry — given our response and 
action since last September's hearing — should be given tne opportunity to complete 
development of appropriate, market-specific solutions. 

It is our strong behef that, as in the other bond markets, this market-based solu- 
tion should be assessed before a regulatory response is determined or mandated. In 
this regard, the Association would be willing to provide Congress with a report that 
details our progress on implementing the system after it has become operationBl for 
a reasonable amount of time. It is our sincere hope that the SEC ana NASD, who 
have already begun a re^latory review of this matter, will take into account the 
results of tms importont initiative before decisions are made about a regulatory re- 
sponse. However, if legislation is deemed to be necessary, legislation embodying a 
l^cal and orderly maricet-oriented process would be preferable to legislation that 
prematurely mandates regulatory action, as the latter would signal regulators to 
proceed re^u^ess of the resulte of the industry's initiative. 



nandal organizations, such as the World Bank. The Association opposes such pro- 
posals for several reasons. 

First, the l^islative history surrounding the 1975 Amendmente that enacted Sec- 
tion llA reflecte the fact that Congress' intended focus in creating a Naticmal Bdar- 
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ket System <NMS) was on the regulBtioii of the equity markets. The NMS frame- 
work and goals were bom out of the unique circumstances that characterized the 
market structure for corporate equity securities in the early 1970b. Bond mariceta 
were then, and continue be, sienificantly different structuraUy front the equities 

The SEC and Chairman Levitt have been vocal in their belief that the National 
Market System should not be transposed on the debt markets. In his speech last 
September, Chairman Levitt said: 

I am not suggesting that we transpose the National Market System built for 
equities to the aebt mariiets. For many reasons, that would not work. 
Finally, the proposed expansion of the definition of non-exempt securities to in- 
clude agencies and issues of international financial organizations, is not warranted 
based on the findings of recent regulatory reports. Last March, the Treasury De- 
partment, the SEC, and the Federal Res^ve Board released their "Joint Study of 
the R^ulator^ System for Ciovemment Securities," which considered the state of 
transparenqr m tne Treasury and agency securities maritets. l^e report recognized 
the Srariety of pricing and related information" that is available from financid pub* 
licalions and online vendors. The report concluded that the govenunent secunties 
market — which by definition includes federally sponsored ^endes — is fiinctioning 
smootMy: 

Tlie market ccmtinues to function smoothly, and the three agencies do not be- 
lieve it is flawed in any fundamental sense. As a result, we believe no addi- 
tional rulemaking authont; under the [Govenunent Securities Act], as amend- 
ed, is required at this time. 
Additionally, the SEC's Debt Market Review came to a similar conclusion regard- 
ing Treasury and federal agency securities: 

The combination of real time data for benchmark Treasuries and supple- 
mentary quotes and other information for the other securities appears to pro- 
vide a very good level of pricing information for all government bonds. 
The Review alsD examined non-agency mortgage and other structured products 
and concluded that the "qualibr of pricing information and interpretive tools avail- 
able to the market is good." The SEC has repeatedly decided not to pursue regu- 
latory changes to the markets for agency and non-agency mort^age-and asset- 
hacked securities. The Bond Market A^ociation supports the conclusions of the SEC 
regarding this matter. 
Conclusions 

For over a decade, The Bond Market Association has been at the forefront of ef- 
forts to improve price transparency in the bond markets. Chu: most recent initiative 
will deliver price data on investment grade corporate bonds to the general public 
on our investor website— free of charge— in the coming weeks. While we agree that 
enhancing price transparency for liquid securities is a laudable goal, we maintain 
that widespread dissemination of trade data for iUiquld securities will likely have 
a negative impact on market liquidity and on bond market investors. We will con- 
tinue to work with the Members of this Subcommittee, the SEC, the NASD, and 
others, to ensure that investors have access to meaningful price information on 
bonds. However, we do not believe that legislation mandating immediate regulatory 
action is warranted at this time. We believe that policy-makers should consider the 
industry's efforts before determining what regulatMy actions may be necessary. 
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Mr. OxLEY. I thank both the gentlemen, and we appreciate your 
good work in this area. Let me begin by asking Mr. Green: what 
should we be looking for in April, when this program is going to 
become available? What are you going to be looking for and what 
do we need to look for, in terms of the applicability of this program 
£ind its effectiveness? 

Mr. Green. Well, in April, and assuming all the beta testing and 
everything goes well, but so fjir, so good, transaction information 
on ^e investment grade corporate bonds that are traded through 
interdealer brokers will begin getting reported on a continued — on 
a continuous basis throughout the trading day to GovPX. GovPX 
will then pipeline that information out to information vendors, to 
the Bond Market Association for use on our Website, £ind also to 
regulators. And regulators will frankly get complete information, so 
that they can do their surveillance enforcement activity on those 
sets of bonds throughout the trading day. Also at the end of the 
day, there will be more complete reports about the total volumes 
and buckets ctf volumes to see what transacted through the trading 
day. But, immediately when it's turned on, that reporting process 
will begin. 

Now, wi^ regard to our Website, we hope it's — we hope the 
Website, itself, is ready to take th^ feed at. tiie end of April and 
that's — it may be a few weeks after that, once we see the informa- 
tion flowing. 

Mr. OxLEY. Let me eisk Mr. Campbell, what role then does 
NASDAQ play in this whole process? Take us through the mechan- 
ics of this, if you will. Also, what will you be looking for in terms 
of the effectiveness of the GovPX program? 

Mr. Campbell. Mr. Chairman, we have, since last September, 
had many meetii^s with our committee on bond transparency. We 
have done a fine job in defining and getting in the process of writ- 
ing rules. We expect to be delivering those rules to the Securities 
and Exchange CiDmmission very early summer, hopefully in the 
month of June. 

During the period of time that the Bond Market Association's ex- 
periment with collecting and disseminating tiie bond transaction 
information, we should be very sensitive to what we can learn from 
them throiigh this initiative and incorporate that into the rules 
that we write to follow the Securities and Exchange Commission, 
that all broker-dealers will ultimately have to abide by. And I 
think the fact that we have included on our committee a represent- 
ative of the Bond Market Association to assist us in the process, 
we believe that we should gain some insights that will help us do 
a better job in the formulation of those rules. 

Mr. OXLEY. Let me ask Mr. Campbell, what about junk bonds? 
First of all, how would junk bonds be in this mix and how would 
they be treated? 

Mr. Campbell. At the current time, we have an existing system 
that collects information on hif^ yield or junk bonds. We woiud ex- 
pect to include that, as has edready been determined by the com- 
mittee, that we would collect and disseminate that information. 
That is — that decision has already been made. And, in fact, we can 
continue to use the FIPS system, as Chairman Levitt discussed, to 
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continue to collect that infbnnation and dovetail that into the ulti- 
mate process. 

But at the oirrent time, we have made available in our architec- 
ture of the collection system, every vendor out there, who has a ter- 
minal out there, including the development and building of a Web- 
based browser system to those firms, who do not have the technical 
expertise or the funding to go on a computer interface or subscribe 
to any of those services, we will allow them to have the input over 
a Web-bfised browser system for timely reporting, too. So, we fully 
expect and have already decided that we will include those securi- 
ties in the timely reporting, as with the rest of the fixed income 
securities. 

Mr. OxLEY. Thank you. Mr. Green, your pieui is basically dealer 
to dealer? Do you see, at some point, the expansion of dealer to cus- 
tomer arrangement? 

Mr. Green. Well, within — ^the voluntary initiative, quite frankly, 
there's no question, we are not a regulator. We are not a self-regu- 
lator. The key element that we're trying to do is to get people, get 
firms, get market participants to volunteer to do something, ^d 
why we picked, you know, interdealer brokers and why we picked 
corporate — investment great corporate debt, in part, is because the 
FIPS program already exists. A lot of odd lot retoil transactions are 
already covered by the New York Stock Exchange's ABS system. 
And we wetnted to try to find something that currently wasn't hit 
by etnything with the universe that we could get to volunteer, and 
to go beyond that voluntEtrily would probably be more difficult, as 
an over^l industry. 

But, I think we need to see what the results of this effort are, 
and not a long timeframe for results. But, to see how this works, 
to see how useful the information is, to see the mechanism with 
which the information is distributed, to see if it's being used by in- 
vestors, if it's being interpreted correctly, if it's being structured 
properly, and that will serve as a model for the steps beyond. 

Mr. OxLEY. Thank you. My time has expired. The gentleman 
from New York. 

Mr. Towns. Thank you, veiy much, Mr. Chairman. Mr. Camp- 
bell, do you support the committee draft? 

Mr. Campbell. Yea, sir, we support it. 

Mr. Towns. Do you think there's anything that's not in there 
that should be in there? 

Mr. Campbell. No, sir. We believe that the committee draft en- 
compasses the intent of the committee and the work that everybody 
is doing in this area. I think that we would support the draft docu- 
ment and we have — I had the pleasure of participating with this 
committee and the staff in the assistance and drafting. 

Mr. Towns. Mr. Green, same question. 

Mr. Green. The way the legjialation is currently drafted, the 
Bond Market Association can support the current draft. 

Mr. Towns. What about any additional information that should 
be put in or anything that's len out that should be in? 

Mr. Green. Well, we might cross Ts differently or dot Is dif- 
ferently. But with the provisions that I talked about in my testi- 
mony, it provides a very balanced approach to ensuring that pri- 
vate sector initiatives and market liquidity are veiy much a part 
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of the consideration of anything going forward. And for that, we 
would support it. 

Mr. Towns. Hie NASD says that they're uniquely situated to de- 
velop a system that moves for the public disseminfition of bond 
transaction information. The Bond Market Association believes, 
that an industry-sponsored solution is the best way to enhance 
transparency in the bond market. Who is right? 

Mr. Green. Well, we both are. Because if one 

Mr. Shimkus. We're the politicians. 

Mr. Green. Because if one could address all the needs of policy- 
makers through voluntary industry efforts, one would surely choose 
to do it that way. But, I think it's incumbent upon industries to 
self-analyze and recognize that things that can be done, should be 
done. And then if things need to go further, that's when you may 
need the next step beyond voluntary, to a level of self-regulation. 
And if self-r^ulation doesn't work, you have regulation. And if reg- 
ulation doesn t work, the Hill will produce legislation that will pro- 
vide r^ulators with the means to do it. So, we're at the voluntary 
stage right now. 

Mr. Campbell. In last September's testimony, we weren't given a 
choice as to whether we w£mted to do this or not. We were chal- 
lenged by this committee and responded very directly to the SEC 
in uieir call for increased hond market transparency. We do believe 
that what we are doing also is a very industry-led solution. We 
have the largest to the smallest underwriters on the committee; we 
have firms that represent customers only; we have individuals, who 
represent specifically the individual investors; as well as the larg- 
est purchasers of corporate debt securities in the United States. 

So, we do believe that, although my friend and I and our associa- 
tions differ on very minute, but important issues, that we have con- 
tinued to make every effort to work together in a collegial fashion, 
to move this forward for the very best interest of the investor. We 
continue to gain insights on the committee from the representation 
of all the associations that really have an interest in this, from the 
Securities Industnr Association, to the Bond Market Association, to 
the Association of American Investors. We believe that this effort 
that we're undertaking and have been in the process ctf is not going 
to be im'urious to the industry. The industry is hard' at work in the 
process to make this the finest resolution, to provide the trans- 
parency that they know how to provide. So, they are deeply in- 
volved and will continue to work with the Bond Market Aissoda- 
tion. And between all of us, we will have a product that we can be 
proud of £ind the investor will benefit from. 

Mr. Towns. I think you're saying you can work together? Is that 
what you're saying? 

Mr. Campbell. We plan to go to lunch very shortly here. 

We have been to (Anner. We have served on the same panels. 
We're proud of our competitive instincts, but recognize that we 
have one final goal, and that's to get this to tiie investor, so the 
people benefit fi-om increased information. 

Mr. Towns. Thank you, very much. And maybe you two guys 
should try breftkffist. 

Mr. Campbell. Well try it, thank you. 

Mr. Towns. I yield back. Mr. Chairman. 
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Mr. OXLEY. The gentleman's time has expired. The gentleman 
from Illinois, Mr. Shimkus. 

Mr. Shimkus. Thank you, Mr. Chairman. I apologize for not 
being here earlier. I had another subcommittee. You know. Fm very 
punctual. 

But energy power also is a b^ issue for Illinois and that's my 
other subcommittee. 

This question was asked to a previous panel, but I'd like to ad- 
dress it also to you both. Do you agree tlutt price information is a 
public good? 

Mr. Campbell. Absolutely. We, in the NASDAQ market today, 
trade over a billion shares a day; have an infrastructure that not 
only collects and disseminates this information as widely as any 
othier capital market in the world. We have a Website that dis- 
s this information free to the public that has, in excess, of 20 



million hits a day. We spend close to $40 million Bl year in Web ini- 
tiatives that are freely accessible to the public. 'There is nobody 
that is a strong beUever, stronger than NASDAQ, that information 
and transparency is a positive. 

Mr. Shimkus. Mr. Green? 

Mr. Green. I would complement the Website, by the way. I have 
it book marked and it's really wonderful information. I guess the — 
I think prices information should be available to the public. There's 
no question about it. But the price information that the public can 
get free of charge is either delayed or paid for by someone else. Be- 
cause, in a sense, market information overall is almost a form of 
intellectual property. So, where you draw the line between whafs 
intellectual property and when does it become public domain, I 
think is an Eumiment that lawyers can argue over many lunches, 
breakfasts, and dinners, and I don't have the answer for tnat. 

But, I think the public policy desire is to get price information 
to the public. And where it goes from being intellectual property 
that has a value that cost money, to something that becomes free 
of chaiige, is — I don't know where to draw that line. 

Mr. Shimkus. Is it safe to assume that dealers get a better deal 
than the public— the consumer? 

Mr. Campbell. I think that's probably not true. Today, if I am 
a public individual and I'm desirous of receiving real, on time, in- 
stantiuieous quotes, I can presently do that for a maximum amount 
of only $4 a month, and we have and will have in front of our 
Board later on this month a proposal to essentially reduce that by 
half. Most of what happens in those charges are very accessible by 
any public individual. They can receive it on their PC at home; 
they can receive it on their pager; and there are many different 
avenues for them to get that. 

Mr. Shimkus. Mr. Green? 

Mr. Green. Well, if Pat's talking about cutting the fees that are 
paid by members, I have nothing to add. 

Mr. Shimkus. But, do you agree? I mean, the question really 



Mr. Green. Dealers pay for the data. You know, when instead 
of going to nasdaq.com, you get the price through a dealer's 
Website, the dealers pay for that data. So^ 

Mr. Shimkus. There's a pass along charge for just information. 



, ..bvGoogle 



41 

Mr. Green. Right. Either direct or 

Mr. Shimkus. So, you made the argument, then, that if an indi- 
vidual consumer is buying direct, with the dealer, it's going to be 
an increased cost? 

Mr. Green. If the marketplace allows it to be passed along. It's 
a very competitive marketplace now driving down the cost of trans- 
actions and it's not always recoupable. 

Mr. Shimkus. Let me go to one last question. A lot of information 
is provided to regulators. Why can't investors get what is given to 
government bureaucrats? 

Mr. Campbell. That's an excellent question. We are in the proc- 
ess of implementing, over the next 12, 18 months, a system called 
an order audit trail. That is primarily an SEC driven initiative for 
equity securities. There is no reason why that can't ultimately be 
transferred to debt securities, whereby very possibly in the next 18 
months, 24 months, you cfm actually go on the Website and find 
your specific order and be able to track it. And what the public 
wants more than anything is they want the price that they paid 
vaUdated. And the way they validate it is to see other transactions 
along with theirs. 

Mr. Shimkus. Mr. Green, do you have anything to add? 

Mr. Green. Yeah, I would just say that we don't want to pre- 
judge whether or not that's doable. But, that's where the issue of 
considering the effect of liquidity on the meu-ketplace is crucietl, be- 
cause the difference between sending information to a regulator for 
surveillance and enforcement purposes and disseminating that 
same very information to the public, in this particular market 
where you're dealing with large wholesale institutional sized trans- 
actions, that can take actually some time to occur and unwind. The 
premature dissemination of information could afTect the pricing of 
that transaction all along the way. 

But, we're not going to prejudge that. We feel that in designing 
a system that is going to provide for that price tran8^)arency, the 
effect on liquidity should be a consideration, because if it adversely 
affects liquidity, it will increase risks in that marketplace, and the 
dealer community puts up the capital to create the m£u:kets. But 
more importantly, the issuing community needs to get the lowest 
possible cost of capital. When AT&T comes to mantet later this 
week for $6 to $8 biUion worth of bonds, our quarter-point here or 
a basis point there makes a lot of difference, and that happens 
when liquidity is good or liquidity is bad. So, all we're saying, in 
designing and fashioning a final system, liquidity should be a con- 
sideration, as it relates to the public dissemination, to ensure that 
the mere dissemination doesn't hurt the marketplace that you're 
trying to help. 

Mr. Shimkus. Mr. Chairman, my time has expired and 111 yield 
hack. 

Mr. OxLEY. I thank the gentlemfm for participation and we 
thank vou both for a most enlightening testimony. I think we're on 
the rignt track sind we appreciate all the hard work you've done on 
your side to make this a reahty. Too many times from our perspec- 
tive we nod in the right direction and say go to it, and don't give , 
you a whole lot of encouragement. In this case, I think, it's a good 
example of the private sector initiative working very well at our di- 
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rective, not necessarily in a dictatorial way, but in terms of a coop- 
erative way. I think at the end of the dav, that's exactly what's 
going to happen. It will benefit ultimately ti^ marketplace and the 
consumer. 

So, thank you all for your testimony. And the subcommittee 
stands adjourn. 
[Whereupon, at 12:49 p.m., the subcommittee was adjourned.] 
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We examine the delenriinanls of Ibe realized bid-ask spread in the U.S. coiporaK, municipal and 

govenunent bond martlets for Ihe years 199S (o 1997, based on newly available Iransaclions data. 
Overall, we find that liquidity is an important detemiinanl of the realized bid-ask spread all thrM 
markets. Specifically, in all markets, the realized bid-ask spread decreases in the trading volume. 
Additionally, risk Actors are important in the corporate and municipal markets. In these markets, 
the bid-ask spread increases in the remaining-time-to-maturity of a bond. The coiporate bond 
spread also increases in credit risk and the age of a bond. The municipal bond spread increases in 
Ibe after-tax bond yield. Pooling across the three markets, wc find that the municipal bond ^iread 
is higher than the govemmenl bond spread by about 9 cents per S 1 00 par value, but the corporate 
bond spread is noL Consistent with inqtrovcd pricing transparency, the bid-ask ^cad in the 
corporate and municipal bond markets is lower in I997by about 7 to 11 cents per SI 00 par value, 
relative to the earlier years. Finally, the ten largest corporate bond dealers earn IS cents per SI 00 
par value higher than the remaining dealers, after controlling for differences in the characteristics 
of bonds traded by each group. 
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1. 

The U.S. bond mvkcl is ihe Ivgca rrauta in Ihe world, widi 1 kiaJ cvTcrt value of over SIO 
inliion-upi{ipnnJnuiely400|aiaMsincel9IO. Wltik the New Yorii Stock EKd»i«e (NYSE) cqui^ 
■nds^ mBuiai ID S26 billion per day, lndii% voluine in all bond maikets Kml roughly S3S0 billion perihy 
(die Securities and Exctnge Conmiioni (SEC) press leleuE 9S4 1 ). The van majority of bond maricMs 
Innsactions occur in over-thc-aiunier dealer imitOS. 

An important bsue ibracadcnilcs and market pwtkipwas is the liquidrly uid tran^iarency of dealer 
market transactions. Recent finance literature aijues thai, at least in die equity markets, dealers may not 
pfDvidecompetilivepricingofcusloniertTades.co)npsttdloauctionsmarkeIs. For Biample. Huang and 
Sldl (1996) find that executicr cosu are about twice is high or the NASDAQ dealer markets, ccmpaied to > 
matching sample of NYSE stocks. Roell (1992) shows thai the execution costs in the London dealer matka 
arc hitler than in the conlinental auctions markets. 

The inefficiency of dealer pricing is. periiaps, of even greater cotjcem in bond markeB than Inequity 
markets. This is because of the lack of price transparency in the Ibrmer marken since there is no centraliiEd 
locacion reponing quotes or trade prices. For inactively traded bot)ds. difiereni dealers may provide diflerent 
quotes (or ttie same bond.' The SEC has proposed rules to enhance the transparency of die corporate bond 
market. One measure would requiredealers to report all transactions in U.S. corporate bonds and preferred 

basis (SEC press release 9g-g I ). 

In the current paper, we estimate the realized bid-ask spreads in the U.S. corporate, municipal and 
govemmeni bond markets for Ihe years 1995 to )99T. based on newly available transactions data for die 
bond dealer markets. As of 1993. Ihese three bond markets were about two-diirdsof die dollar value of the 
U.S. debt markets (Fabozzi. 1996). We compare the bid-ask spread across the three markets, after controHing 
for the risk of trading bonds, ihe level of their trading activity, the transparency of Bie market and issua-- 



' See Schultzl 1998) r«ade!crip(ionorihe pricing nKchanism in coporaK bond markets. In Scfileniba' 1991. the 



VI adequate inbmulion about prices when considering investments in the bond market. The title 
'oving price competnion for mutual fiinds and bonds."* 
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conipwuon isi lulural ex p eriment hiffudyii^lheeflcclsoflheK&ctonaanurfcet liqnidi^. 
In tamt of <ndit riik, U.S. Tieasury Kcuritia an lacked by the foil &ith and cndM of the US. govennMal, 
ind ntrevktBilly ReeofcTcditriA. Cotpo ra lc bonds nuy aiffcr from Mgnifioml credh risfc, Forexample. 
in 1992. high risk or junk Gotponle bondi <iMedbelowBu by Moody'i)wera ■bout 23K of volume 
(Bencivenga. I99S). Munidpal bondi have iniermaliiEecndil riA due to the linancitl fragility of (ome 
nninicipals. and the prolifentton of innovuive bond issues with uncemin legal bondholder riBhta." 

In lenni of trading activity. U.S. Treasury Kcurities are the second tugestKctor of the bond market, 
■fler the mortgage maikct. The total volume of debt and size of any xii^ tnucii lai^ compared to the 
otfKT bond market lectan. Forexainple,isaf 1993. therewasS2.3 trillion ofTreasurydebtoutKanding 
lh>m2IO dilfcrem imei. Bycnmpariion. indiecorpanteandmunicipal bond maHieli, diere were SI.4 
■rillion of debt from 10.000 issues and St02 Mllkm ofdebt from 70.000 separate Itaiers. leapeetrvely 
(Faboni. 1996). The large issue sizes in die U.S. Treasury markets imply that the lEcondary market is 
highly liquid, with large trading volumes and narrow bid-aA spreads, as shown in Fleming and Sarkar 
( 1 991). Further, dte secondary market in U.S. Treasuries is > rourv^^he-ckidi market, whereas the corporate 
and municipal bond markiils arc not — a fuilher indication of the robust trading adivily in U.S. Treasurie*. 

In tenni of market tfansparency. a recent reviewof the debt markets by the SEC found that the 
government bond market it highly mnqiarent. thai price transparency has improved in die municipal bond 
market.' but is siill inadequate in the corponle bond market. 



kUtion. since the interest paymoM oi most municipal bonds is eumpl frmi ftdcnl incocne tax. and mi 
< hm sUK and local taxes, invesiocssiflieilroin tax risk. This ii the risk that either die FedenI inco 
lie (loiiiering the value of lan-enanpticn) or that ) tit^enempi iisue nuy be declared taxable by the In 



In I9«S. with SEC ipponal.theMvnidpal Securities Rulemaking Boardeipandediitdailyrepaning. 
municipal lecurny trades at least tbur times m ■ given day. then the high. low. and i\tngi prks and la 
traded will appear oi the MSRB's Combined Daily Report al6«0 a.m. die next day. The Bond Market . 

access to prices and volume inftmulion. The web site will al» have valuable inbrmaiion about credit i 
insurance, calls, and yields. 
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Our fint set ofresuJli rcUle to the dislrjbuticfi of the mlizcd bid-A^ ipread, defioed as the 
dlffemice between the avenge buy price and the average sell price per bond pa day. The ipreads are 
leparUdan the bssisoraSLOO par value. We find thai die mean ifimd is ihe highea in the municipal bond 
nur<ieiai!2 cents, followed by the corpoiaie bond market at about 2 1 Gennandlhe government bond market 
al 1 1 cents. The spread is geneiallj higher lor bonds with lower Moody's ratings, and kmtr In 1447 than In 
die earlier years for all mailets. In the uxporale and municipal markeis, the sproMl appears to have 
decreased in each successive year of our sample. 

Regarding bond characteristics, municipal bonds have the highest time lo maturiQ', and Ihe lowest 
Iradii^ volume of the three markets. Consistent widi market perception thai the government bond market is 
■he most liquid secIiH. govemmenl bonds have [he lowest age since issuance, and the highest trading volume 
oflhelhree markets, in all markets, the average lime lo maturity of bonds is inlermediate. between 9 and II 
years, while Ihe average age of bonds varies between 2.75 years and 3.5 years. 

Next, we study the detenninanH of the bid-ask spread separately in Ihe corporate, government and 
the municipal bond markets. Specifically, usii^the robust Oeneraliied Method of Momenls (GMM) 
estimation technique, we find thai liquidity b an impratant detenninani of the realized bid-ask spread in all 
three markets. Specifically, in all nurkcts, Ihe realized bid-ask spread decreases in the trading volume. 
Additionally, risk factors are Impcrtanl in die corporate and municipal markeis. In these markeu, the bid-ask 
spread increases in Ihe lemainii^ime^OHiuIuriq^ ofa bond. The corporaie bond spread also increases in 
credit risk and the age ofa bond. The municipal bond spread increases in the after-lax bond yield. 
Additionally, the bid-ask spread is lower in 1 997 compared lo the previous two years-by 7 cents for 
corporaie bonds and 10 cents for municipal bonds. Hosvever. this is not the case in the govemmenl bond 
market. The result Is cofisistent wiili the idea dial transparency in the corporate and municipal bond markets 
has improved, perhaps as a consequence of increased regulatory scrutiny. 

In each bond market, there are unique faciors importini lor delermining the bid-ask spread for that 
market only. For corporate bonds, ihe bid-ask spread increases with the age of Ihe bond since issuance. 
Also, the estimalcdbid^dt^nad (or AAA and AA rated corporaie bonds are aboul 21 cents lower than 
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corporalejunk bonds (i.e., braids rated Ba or below by Moody's). For municipal bonds, the bid-ask spread Is 
positively cofrelaled with the annual yield. Since the yield is a befbre-tax return, we interpret the result to 
mean that the bid-ask spread is negatively related lo the extent of tax subsidy implicit in municipal bond 

Is the bid-ask spread diifereni for Ihe duw markets, alter conlrcdling for its significant detenninanis? 
We pool observations from all markets, and estimate a common model. The result sbotvs that the spread in 
Ihe municipal bond market is higher by 9 cents compared to government bonds, even after the reduction in 
spreads in 1997, but corporate bond spreads are not. A pair-wise comparison of markctscontinns this result. 
Specifically, the municipal bond spread is higher than the corporate bond spread by I cents, but the corporate 
bond spread is not diflereni from the government bond spread. This result is robust to alternative 
specifications thai take into account the unique determinant of spreads in the government sector. 

Following Schultz (1998), we examine u^Iher large dealers charge higher bid-ask spreads 
compared lo smaller dealers. We find that the ten largest dealers charge hi^er spreads in the corporate and 
munkipal bond markets, but not in dw govonmenl bond market. The ten largest dealers generally trade 
different bonds than the other dealers in all three markets. Bonds traded by the ten largest dealers in the 
corporate and municipal bond markets are significanlly riskier (higher duration) and more active (\ov/a bond 
age) compared lo bonds Daded by smaller dealeis.' After controlling for diese difTbrences, the spread 

bond bid-ask spread is the same for all dealers. We do not find any differences In ihe bid-ask spread tor die 
trades of Ihe ten largest institutions compared to those of the smaller instimtions. 

In related work. Schuliz (1998) studies the corporate bond mailiet and Hong and Wargs(l99g)sludy 
■be corporate and government bond markets using the samedaia set as ours. Schultz (1998) finds dut Ihe 
bid-ask spread is lower for larger sized trades and for larger institutions, but that it is not affected by 
relalionshlps belween dealers and institutions. Hong and Warga(l998) find no apparent biases in exchange 
US and dealer-market quotes relative to transactions in the dominant dealer market. The authors 
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i:oncludcthatcf!ective3preadi(ctlculited by matching quoUs wilh traiuictloni) for the ABS traded 
corponie bonds uc round to be limilar to effective spreads fordealermiitettransaclions. although deaki 
imrtet spreads enhibii nibstantially hi^ier variability. 

The plan for the rest of the paper is as follows. In section 2, we discuss our data and methodology. 
In section 3, we describe the sample distribulioiu ofUie bid-ask ^xead and various bond characteristics. In 
section 4. we analyze the detenninants of the bid-ask spread in Ihe three markets, and compare the qiresd 
across them. In section 5. we study whether the bid-isk spread isdiffefenrfbcdM largest dealers and 
institutions. Finally, die conclusions are presented in section 6. 

2. Data and Methodology 

Atlerdescribing the data in section 2A, we discuss the theoretical deierminiints ofbid-ask 
spread in bond markets and our empirical proxies in section 2B. 
A. Data Dacriptton 

Our bond transaction data set is comprised of individual bond Hansactims by insurance companies. 
From 1995. the National Association of Insurance Coniniissioneis(NA)C) — the regulatoty body oveiseeing 
the insurance indusiiy— started requiring tlie iosuranci companies lo report their securities transactions on 
the Schedule D filings. Accordingly, the insuimce companies must provide information pertaining to the 
total cost of transaction, the number of bond contracts purchased or sold and the date of transaction. We 
obtain a record of such transactions from Capital Access Inlemationat (CAI). who. in turn. otNains it flriNn 
A.M. Best. CAI then cleans Uie data by verifying the bonds transacted based on available information. 

The basic data set used in the paper comprises of daily bond transaction records of insurance 
companies. Thedaia isavailable from lanuaiy I. 1995 toDecemberBI. 1997. Each record comprises otihe 
transaction date, an ei^-digit bond number that identifies the bond, the local dollar value of dK transaction, 
the number of contracts traded and an indication as lo whether the order is a buy or a sell order. The original 
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Hm^consib of 453,481 ind»iduil binsH^iixu by inunnce conipanks in the three ntaritel secton: 
Corpome. CovcniRKfil and Municipal. 

CAI provides us tddilkmil inlbniuiion about the bonds in our sample, including the credit nting of 
euh bond from Moody's ind Stindird and Poor's (SAP), the credit sector of issuer (e.g., whether the boi^ . 
was issued by an industrial can^NU1y}. (he issue date, and maturity date. Hong and Wirgi(l99ti)BndSchullz 
<l99t) obtain similar infilrmalion by matching the bond transactions trom the CAi data with the Fiud 
Income Database conquled at the Univssity of Houston with data from Lehman Brothers. 

To clean Ihe data of potential errors, we delete ihe Tol lowing types of observations from dK original 
ample. One. observations on Satunlaysand Sundays and those occurring on June 30. ]99S,Junc30. 1996, 
and December 31.1 997 are removed. According to our data vendor, insurance companies may have used 
these dates for recording tronsaaions which Hicy bikd to report in a timely manner. This filter removes 
42.1 77 observations from the data set. Two. all transactions where the actual Innsaclion dale is Tcportcd u 
en estimate are deleted. This removes 1 .GS2 observations from die sample. Three, we remove observalioni 

observations on bond ttwisaeiions of non-U.S. issuers. This removes 2526! observations. Finally, we 
eldninateall observations where the transaction price per SI, 000 bee value bond is outside the range SSOO to 
SI500.' Wedottiislominimi«incidencesofdalaenlry error that may adversely aflcci our analysis. The 

Afier inMituting the above filters, the sample comprises of a total of 290.365 individual transactions 
in die direc market sectors over 1995 ■1997, which breaks down into 152,452 individual In 
Gorpcrate bonds. 54.511 individual transactions in government bonds and S3J9S individual Ir 



lytradaofJOO bondsalcss. This may be imponaiM because, during the time period 
innSKIion cost (o die nearest dnusond dollars by always rounding up to die next 
TCiofmalkriiiedlradeswill beniost)f)iKledbylhen>undingprocess. Hoigand 
ons under 500 comncts. but Schuhz (I99t) does not, on the ground thai the diflemce 
price (i.e. the realized spread) is indcriendcnlofrauidingeTTDrs. 
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B. DbcuaUm cftht EmpMeal DtUrmlnaito »fBtmd Marktt BU-Ask Spreads 

Lnthe coniingeni cliims mockl orMefian(l9T3). the value of coqxnle debt depends on llw risk- 
lice nM. provrtions in thebondindeimire(s(Khasmaturily date, coupon nie. and call provisions) and the 
probabilily of deftult. Based on rcsetrch in the equity markets.* tve expect iIm bid-ask spread to be related (o 
the bond prke and. ttierefbre. lo the delenninanls of ddx value ai indicated in Merlon (1971). We control 
rorlhedeftuhrisk in two ways: by croting dummy variabJes based on Moody's credit tilings; and. lor die 
corporate seclot. by die yield spread, defined as the diflerence between die bond yield and die 91 day 
Tnuuiy Bill mie. The yield spnad is the market's pen;ep1ian of the credit risk of a cotpotate bond. We do 
not conirol for the coupon rate or die risk-free rate in die regressions because diese variables are highly 
correlated with our other explanatory variables. 

The bid-ask spiead is related lo the risk oflradinga security since it affects dealers' price risk when 
adjusting their inventory (Grossman and Millet. 1988). Toestimatediiieffccl. we use die term to maturity, 
or the remaining life of a bond, as a proxy for the bond price volatility. Since market yields change over die 
life of a bond, the price volatility increases widi the lerm lo maturity. The maturity term is obtained by 
calculating the number of years from a bond's iransaclions date till ihe malurily dale of a non-callable bond. 
Callable bonds are omitted from our sample. '° 

The risk oftiadinga bond is also related to its expected liquidity. Greater liquidity makes it ea^ to 
buy and sell bonds a) short notice, and reduces Ihe price risk dealers face in making inventory adjustments. 
WeuKDading volume as a proxy for liquidity, and distinguish between the dollar buy volume per-bond-per- 
day and the dollar sell volume per-bond-pet-day. The practice of many institutions is to hold bonds lo 
maturity and Ihen reinvest die principal. Hence bond sales may be primarily information driven, causing tiw 



' Foe example. Amihud and Mendelsohn ( l9Bfi) show thai the bid-ask price is ■ decreasing and convex function of Ih 
bid-ask spread. 

'" We also used «her measures of bond price volalilily. including the Micaulaydyralin (DURATION), which capa 
Biecffcci of the change in the price of a bond tin ■ sm»ll change in its yield, and convexily (CONVEXITY) lo caplui 
the curvanire or Ihe convexity of a bond. The three measures, MATURITY, DURATION and CONVEXITY, are 
highly corrdatcd. and so annol be used togeUn. We use MATURITY because it die most reliable. DURATION an 
CONVEXITY may be subject id measurement errors, since wt calculate dum on Ihe basis of Ihe annual bmd yiekL 
The yield is n« inourdata, and we estimate il using the semi annual coupon payments and (he accrued interest payrn 
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bid«d[ ^nad to iocnue (Kyk ( inSX Euky and O'llvi ( I9P)), wh«a purdMoci iniy be inuiily 
liquidky ikriven. Euun^ the bid^ik ificwl a> UL R« wirc h on equity irxlea of ift Mi tuU um »1k> find mi 
uymmetric effect of puidnSEs and sales on iransactioni coMx (ice. for cxainple. Keim and Ma(liavan< 1997) 
and Madiavan and Smidl (] 993)). 

For the corponle bond maffcet, it is ofioi suggeMed that a youngtr bond may faa traded owe* 
frequcnlly. and his lowci spreads TESulting froni greatei liquidity. 

in the bond niBriceR.each nunfccl iBWr is divided bmi ca t eg ori e s dial mflect conMnon economic 
characteriMict. It iiimplicillyanumalthaleach inuercalegoty hasadiflcnntabilily tomeettfieir 
coMradual oUigatiom. For the coqnntE bond maiiel, w use the dninmy variabki IND^R. BANKFIN 
andUTILITES to control tixbondiiisted by die KTvices and indunrialKctors. banking and finance 
companies, and utilities, re^jectively. For die municipBl bond maiiet. we me tiw dumniy varnblei HCARE 
•nd UTILITIES to contnil for heaUi care aid utility bonds, respectively. 

Finally, diangei in the maifcet structure may iffod die bid-asli ^nnd. In particular, if tiie market 
has become more transparent over lime, die bid-ask ^>read nuy incnase or decrcue. depending upon which 
trader group is affected most. Ttieory genenlly predicts dial uninrormed iradeis prefer greater transparency 
since they are less likely to be pooled with informed traders, whereas large liquidity amicrs and infonned 
Daders like less tnn^ianncy (Croisman. I9I<; Madhavan. 1995: Paganoand Rodl. 1996). Dealers also like 
less Dansparency, since it reduces price Gompctitkin with other dealers (Naik, Neubcrgo- and Viswanadian, 
1994). We control tor changes in the structure of these mariiels through the duirnnyvaiiabie 1 997. which has 



3. Bid-Ask Spremds, Volatility and Liquidity: Descriptive Statittks 

A. BU-atk Spreab in Ike C«rp»rau, Gavtnimeni ani Mmmiclpal Bond Mariua 
We calculate the realized bid-ask spreads per-bond-per-day as follows. For every bond with at least one buy 
ay. we compute the average buying and selling price per bond per day. The 
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■d per bond pa ity it the diffdcnEe betu mi i the ivcngc KHmg price per bond from Ihe ivcngc buying 
ifbcthubood. We have i0,4t2 oteervMinB on ihcbid«ikqimd per bond per diy in ttie three niufcet 



The realiod sfBBds in a noisy eaiinale of traimctkm ants. HiKC mdei tike piKt M diflbreal 
linies during the day. Since our diti ii OM time-ilimped wilhin ■ day, wc cunot condition on the 
(ransKtions lime. Additianilly. the fact thai we need to have at leas) one buy and one sell of a bond on a 
given day to calculate the spread dictaio that our spread estimues ate mainly applicable to relatively active 
bonds. 

Table I A provides the sample distributions of Ihe b»d-«sk spread for the three maifctt sectors. All 
spreads are reported on die basil of a SI 00 par value. The mean spread B highest for tlie iniinicipa I bond 
sectoral 22 cents, followed by die corporate bond markets at 21 cents, and least for the government bond 
markets al 1 1 cents. The mean volume-weighted spread on AAA-ntcd bonds and junk bonds are 21 cents 
and 24J] cents per SIOO par value, but die difference is no) statistically significant. These numbers are 
higho- than those in Hong and Warga (1998). who report in average volume-weighted ^ircad of 13.2S cents 
per HOD par value for investmenl grade corponte bonds, and 19.13 cents for high yield bonds. But. they ate 
lower Uun Ihe volume-weighted spread of 2ti.2 cents reported in SchuH; (1998). 

To check for the robustness ofour spread measures, we present. In Table I B. die corresponding 
volume-weighted daily dollar spreads. Specifically, Uie mean volume-wei^led dollar spread in the 
corporate sector isII.S cents on i tlOO par value basis. Similarly, in ttiemunkipil sector, the mean volume- 
weighted dollai spread is about 22 cents, followed t^ that in die government sector al about t cents. Clearly, 
these estimates closely resemble Ihc raw spreads reported in Table I A ind. for brevity, we concentrate die 
remainder of our analysis on Ihe dollar raw spreads alone. 

Among thecredil sectors, utility sector bonds have higher spreads dian die sample average, whereas 
the industry/services sectors and Ihe banklng/fiiiinclil seciors hive lower spreids than the sample average. 



" We duuld ntets Ihll the 10,462 daily obxrvaliau per bond per day icross Ihe Ihm niukel secton ire oMiined 
direclly from iggregiling across Ihc 290.363 lillered individual observaliom mmtiotiBl al die end of section ZA. Thii 
iggregalion is ixccssiuied by die fact Ihil [he individuii IransBCIJonsirenotlinte-sumped within die trading d^ 
which, in lum, precludes a more dcuiled intra-daily invesli^lion. 
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Induilrul «nd servici MCta bonds an about 4J perccnl of bonds tndDd in our sunpk. widi buking/fiiunce 
compuiy and utility issues being alxiui 32 and 14 per cent or die sample, nspectively. By comparison, in 
1918. industrials and banliing/Rnaixe companies accounted tor about 46S and 37Hornew bond offerrngs. 

In the government bond sector. Ihe median tbu and volume-weiBhled spread per bond pec day. on 
the basis ofaSlOO par, an 11.1 coils and 8.17 cents, respectively. By comparison, in Hong and Warga 
( 1998). iIm mean volume-weighted spread for Covemmenl/Agencysecurilies is 1.84 cents pa S 1 00 par 
value. Our mean ^hicdoMo/ volume-weighted spread is 0.1 percem. For 1W3, Fleming and Saikar(199l) 
compute fractional volume-weighted spreads tra'all Treasury securities by maturity. Their cnimates range 
from effectively zero per cent for the H-week bill to 0.02 percent Ibrthe 30-year Treasury bond. For the 
lO-year note (closest lo the average maturity of out sample), the fractional spread (not nparled)is 0.02 per 

Finally, for the municipal bond maiket. the mean lau and volume-weighted spread is 23 cents and 
22.93 cents. Amtmg the diffemt credit sectors, spreads are highest for health-care bonds at 23.83 cents and 
lower than average for utility bonds at 1 1 .43 cmts. Our estimate is consistent with available evidence of 
spreads fcs institutional mvestot spreads in Ihe municipal bond market. According to Fabozzi ( 1 996). dealer 
spreads vary substantially between institutional investors and retail investon. Fabozzi (1996) reports that 
spreads for institutional mvestors rarely exceed SO cents per SI DO par value, while those for retail investors 
vary between 2S cents on large blocks of actively traded slocks lo 14 per SI DO par value lor odd-lot sales of 

B. Volatile ani Uquidty In Ike Fixed Income Markets 

Table 2 provides Oie sample distributions of variables that may help predict the level of spreads in 
the three markets. We find that volatility, as measured by Ihe timc-to-maturtty. is liighest in the municipal 
bond sector, and about the same in the other two markets. '" Trading activity, as measured by the dollar buy 



" The average Maeiuliy duniion of corporate bonds in our sample is a little more than 6 years, leu than the avenge 
Miututity.whiklbcavciageconvexiiy isabouUT years. In the gDvenmen leaor. flie average Maauby 
on is a linle more than 6 years, and the cmveiity is about S9 years, comparable to the copoiaie bond sample. 
unicipal bonds, both Micaulay duration, ai !. 1 1 yean, and convexity, at almost 92 years, are the faighcM of the 
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and »ll volumes, is leasi in Ihe municipal bond maikeL followed by Ihe corporale and govemmenl bond 
m»ikeis, rcspecllvety 

The maturity level is iniemiediate in all Ihree sectors, consistent with Ihe change in business 
practices of Ihe Insurance companies who place increased emphasis on shoner-Ierm-oriented term lift and 
other policies Instead of more traditional whole-life policies and investments in long-term bonds. In Ihe 
Municipal Bond market. Ihe lime-to-maTurily Is 1 1. 29 years, which Is at Ihe upper range of the Inlermediale 
maturities. In Ihe corporate bond market, the average lime to malurlly is 9. IS years, similar to the median 
lime lomalurily of S.4S years reported In Schullz(1998).'' In Ihe Treasury Bond maiket.the average llme- 
lo-nuturily Is S.63 years, slightly less than the corporate bond sector. 

The average dollai value of a (rantaclion is Ihe largest in the govemmenl sector, al about J7.7 
million Ibr purchases and about 18.5 million for sales In comparison, Fleming and Sarkar( 1998) report the 
trade size for Ihe 1 0-year Treasury bond note as S5 .71) million. For the municlpit bond market. Ihe average 
dollar transaclion Is about 13.4 million for purchases and S3 .9 million for sales. In Ihe corporate bond 
market. Ihe mean dollar trade Is about S4.4I) million, both for sales and purchases, which Is larger than Ihe 
median trade size oft I. S 13 million reponed in Schull2(l99S). The size of insurance company transactions 
in our sample appears to be fairly representative of the size of Ihe average dealer market transaction. As 
evidence. Ihe average size ofacoiporale bond trade on the New York Stock Exchange was 120.000 in 1997. 
or less than one-half of one perceni oflheslieofa corporate bond trade in our sample. This is similar 10 the 
trade size of all transactions on the over-the-counter market, relative to the exchange markets. 

The mean age of Ihe bonds Is lowest in Ihe Government bond mailct. at 2.75 years, and about 3.S 
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A Comparison the Bid-Ask Spread in tlw Corporate, Govemmeiit and 
Mnnicipal Bond Markets 



In the previous seclion. we saw thai Ihe Ihice seclon differ in the level of trading activiry and 
measures of risk, and these differences may account (oi [he dIFfciences in [he spread. Foi example, the 
municipal bond sector hasthehlghesl mean spread bu[ also [he lowest level of trading volume and the 
hi^wjt volattltly. In seclion 4B. we separately examine Ihe set ofbctors that detennine the bid-ask spread 
in each nurkel. In seclion 4C, wedirtctly compare the bid-ask spnad In the three secton. based on our 
results in section 4B. 

Preliminuy diagnostics indicated the presence of significant heleroskedaiticity in the error lenn of 
■n equation of the form of (I). Since Ihe (iindional form of helen>skedaslic[ly in Ihe cTTor terms is unknown, 
to proceed ahead with an OLS-type estimation with an assumption of Ihe liinclional fonn, would in all 
likelihood leave us with a mis-specified model with lis associated problems. To ensure that our results are 
robust lo this possibility, we esiimaie the price change regresswn by the more robust Generalized Method of 
Monientx(GMM)lEchniqueprop03ed by Hansen (1912). Note that, unlike die OLS procedure, the GMM 

moments, including when ihe moments are conditionally varying. Hence we use the GMM 

estimate the fallowing regression specification: 

Spreaii - Imerc^ ■*■ a i Maturity,* ajAge,* aiBVelumt,*aiI997, 

+ AMitiOHal Dummy variAbUs + error, 
where, for » specific bond on day i, the explanalory variables are defined as fellows. 
^rrad,: Ihe daily bid-ask spread for the bond in dollars. 

MMiH^,: the lime-UMiislurily Ibr the bond in years. A higher vahie is likdy to incrasc vi 
Iherelbre. spreads. 
Agti'i Ihe lime in years between Ihe bond transaction dale and its issuance dale. 
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BVolume,: the log ordw daily dollar value of purchases for die bond. We do not include bodi purchases and 
sales in the same regression, since Ihe two variables are highly lonelaied. However, in a lalei specificalion, 

JVV7,! a dummy variable taking the value one iflhe bond irsded in [he year 1997. and otherwise. The 
Uansaction year dummy is included to control for structural changes in die market. As staled in the 
introduction, these markets have been under increasing public scrutiny in the past few years and 
seveni regulatory changes have been proposed. It may be dial diese exiemil events have caused changes in 
dealer behavior, as Christie et al (I99d) have documented for die NASDAQ market 
AMilHinal dummy variabla. fbrbolh the coiporate and municipal sectors, we control for credit risk with 
dummy variables for bonds with Moody's ratings in the categories A I lo A3. For example, Ihe dummy Al is 
one for bonds rated A I by Moody's, and zero otherwise. Also, we define a Utility Sector dummy with value 

For the corporate sector alone, we include additional dummy variables for bonds with Moody's 
ralingsBAAl to BAA3. We also define Ihe dummy variable AAA & AA. which is one for bonds, rated 
AAA or AA by Moody's, and lero otherwise. We combine these bonds because we only have 4K AAA rued 
bonds in the corporate bond sample. The omitted rating category is Junk, Ihose bonds rated Ba or below by 

For Ihe municipal sector alone, we include a dummy variable for bonds wnh Moody's rating AA. 
and another dummy variable Below A3, which is one for bonds rated below A3 by Moody's, and zero 
otherwise. Thiscalegory combinesbondsraled BAA] and belowsincethenumberof bonds in eachofthe 
combined categories was loo small. The omitted rating category is AAA. those bonds rated AAA by 

B. CMM RegrtssiOH Results for IndMdual Markets 

The second column of Table 3. titled Model I , shows the results of estimating regression { 1 ) fi>r Ihe 
corporate bond secior The adjusted R-square is2.2S percent and estimated coefficients of all the non- 
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dummy explwiUofy variables are signifkuiL Two of die cstimilcd dummy coefticients are ai^ifkam as 
well. Of the significant estimates, the coefficiem on Maturily is posilive. indicating thai the spread incraues 
by 2 cents ftir every one-year incrcue in the remaining time to maturiQ' of a bond. The cocRkient on .4ge is 
also positive, indicating that the spiead increases by one cent when (he bond ages by one more year. An 
■dditkmal SI million purchase decreases the spread byaboulT cents, consistent with Ae idea that bond 
purchases ate primarily viewed as liquidity events, Ofthe credit rating dummies, the coefficicnl on die 
oomVmei AAAIAA dummy is negative, and indicates that Uk spread on these bonds is 21 cents lower relative 
tocoiporale junk bonds, Theremainingcreditrallngdummiesarenodignificanl, Finally. ttte btd-adi 
spnad for coipcnte bonds decieased by 7 cents in 1997, relative to the previous two yean. The utility sector 
dummy is not significant. 

The second column of Table 4, titled Model \. shows die results tor estimating regression { 1 ) lor the 
government bond sector. The adjusted R-square is essentially zem. While the esdmaled coeRicienli have 
the predicted signs, none are significant. These results indicate dul our specitkation cannot capture die 
delenninantsofltie realixed bid^di spread in die government seOoc. 

The second column ofTableS. tilled Model I . diows the results for estimating repxssion ( I ) br die 
municipil bond sector. The adjusted R-square is 1 .87 per cent. Similar to die cotponle bond market, 
estmuled caefficienti on the volatility and liquidity variables are significant. The bid-ash ^iread increases 
by one cent wirti eveiy additional year m the Mamtity. and the spread decreases by 2 cents for an addilianal 
SI million purchase. This fuirho-confirmi our conjecture that bond puirdiajus are viewed as liquidi^ events. 
Similar to die cocporBte market, the hand ^iread was lower in 1997 by il cents relative to dw previous two 
ycan.-Unlike the corporate sector, the .4fK of the bond is not a significant determinant of die bid-ask spread. 
Further, none ofdie credit sector dummies have significant coefficients. 

In our second regression specification, we rccslimatc regression ( I ) using GMM. but alter 
substJtuting5F'o/ifinefbr AKo/iMK, as (bitows: 
^ttai,-lMtTCtpt*M, AMmHIji,* m,Att,+ mi Svvimm,* a. H97, 

*ltt*emr, (I) 
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wticn SyohaHt, it Ihe log of Ac duly dnSir nine of nks ofi bond on <toy i aMi Ifae iddiliDittl dummy 
vvBUa uc Ok mic Kl (ksrAcd iwliiT far MoU I. 

Our conjecture bdnHhenkofeotpontcaadnaiiidiBl bandtBiy be nfamialion ikiven, lodiag 
dcakn Id widen die bid-uk ipnad. Thiicoii)cctiireisin)9i|i|nied bytberesiltslbrtbecorpontcuid 
■iHinicipil bond leclon. pnBnted in the tbird cotamn (lided Model 2)of Tables 1 aul 5. The coctTKienl of 
SVolumt ii negMive and nol significaM In both mufceu. and Hi eflea in these two nuriiea ii lo lower Ihe 
•djuned R-aquire. However. Ihe lipi and s^tkince of the Knuining wiablei are unattected in boch 
maifceu. In die govermient sector, sine; diere is no privale informatkn. we mcerpret SI'o/iuik as a liquidity 
variable. The lesulls are in the third cohinm. tided Model 2. of Table 4. Consisunt with our interpreonioa. 
the coefTKieni ofSCo/iwM is negative and significant, and its effect is to increase die adjusted R-iquare lo 

For the final regression specificalion. we use unique explaoMory variables dial may help ddennine 
thebid-aik ^xead fbra panicalarsector. SpeciBcally, for the coqioraM bond market, we replace the credit 
rating dummy variables with die Yitid Spnad. as follows; 
Sprtmd, - Inlerapl + alMMiaif,* alAge,* aJ BvolKme, ■*■ a4l9f7, + riOdSpread, 

''Vlllltyitctoraiimiiir * error, (3a) 

where yte/d ^iren/, is defined as the difference between the yield on die bond on day r and the three mondi 
Traauiy Bill tale on day i. We calculate the corporate yield on Ihe basis of Ihe accrued interest convenlion 
UMd in die mariiel. The yieldSprraJ measures Ihe martlet's valuation of credit risk, and so we exped die 

The resulls are in cohimn ftaur(litkd Model 3) of Tabic 3. As expected, theeslimatcd coefficienl of 
KirMS^irrat/ispDsilive. but not significant. The adjusted K-squaie improves slightly relativelo Model I, 
but [he 1997 transaction dummy iino longer significant. The sign and significance of the remaining 
estimates do no change from Models 1 and 2. 

For the municipal bond market, we use the ulditicaul explanatory varuble .InnuaJ Yitlti, 
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+ Cram KMrngi ^mwjit + omgr irtttr tuwrny * tmr, (3b) 

vAten AioimJ YwU isjust Ihc yield of the bond on day ( Since the rK'>f is ■ befiv»4ax rcDim. wc hope to 
capture tw subsidies embedded id the municqal bonds whh this varitbk. A tcnver yield in^ilici ■ higlicr lu 
subsidy, whidi nukes ihe bond more Dtnclive, and so we expect the Aranei YieldVi be positively usociatBd 



TTk resuhsire in odiimn four (tided Model J) of T»bte 5. ^ 
Aimual Yield a positive ind coefficient, indicating tlM the bid-adi spread decreues by 4 cents for eveiy one 
per cent decrease in die yield. Esrimiies ttui were i^ificamin Models 1 and 3 remain so. The adjusted R- 
squaie improves, and the imercepl is no knger signiticam. indicating a better lit for Model 1 conpind to the 
other Models. 

For the government bond market, we substitute die Time To MatwHy variable with die Ten* 
SlnK:nre variable, as ftillowi: 

Spread, 'iHlatepI*^*! TemSlUKtmn, * »2Agt, + aJ Sralume, *a4l997, + error, (3e} 

wliere Term SiriKlurr, is defined as the difference between the yield on the government bond on day I and 
die ihrcc' mondi TiBBjiy Bill lalean day I. The Tin-m SfrmMine measures die market's valuation of maturity 
risk, and so tie expect the bid-ask spread to increase with it. The result is rcponed in column four (titled 
Model 3) of Table 4. AMwu^ the adjusted R-squarc incnases significantly from 1 .04 per cent in Model 2 
to 3.86 percent the eslimited coefficient of Term Simciare is not significant although it hasltie right sign. 



In this section, we pool observations across the duee market secton to lest whether - conQdhnf for 
volatility, credit risk and liquidity - bid-ask spreads are diftereni in the three sectors. A potential problem 
with pooling is dial il assumes a common set of variables explaining variations in die bid-ask spread in all 
markets, whereas the resuhs Irom section 4B indicate some differences in the set of explanatory variables 
■cross markets. Our approach is to start with a set of explanatory variables that were found to be signilicul 
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ae nrnktm KiaiBrc in dilfaiM ^tdfiabom fa *np» ir— M atoor. TIb loA » la bk Modd 1 as 

iJBi^By fa CotpoMe ana- bonk ind iiiDArr ihinian fa Ae Mimicfal scoor bonds. The coefficients of 
ihetc dummies ndicaae w^atti capcnie «nd municipal bonds bite lugha bid-ask Sfnaik ihaii BDVBiunaH 
bonfa. ahcTUJuuulliiigfaatficTfafavs. ToavcHdcDl^Dearin'betiic^ dieseffaBiniesaiidElie iDtercc^ we 

fSing dummies. We define i dunini> fa even rau^ cttega} exceiit AAA . Thus, we stan with the AA 
Aimnty and end with the Jiait dummy, wtndi incJiides all ratings categnies Ba and beim . 

The tesills are npaned bi column Im (inkd Modd I ) ofTabie 6. The btd-aA vrad fa municipal 
sector bonds is higher by 9 cans per SlOOparvahie compared logm-onmaii bonds, but bid-ast qxeads fbt 
corporaic and govejiuijeiK bonds are AOI sttlislicalh' differcnL In addmcn. the bid^adt spread; in the 
coipcnieand municipal bond marfcoswcre lower b}' (bout 7-1 1 cents in 1997. coenpared to the previous 
two years. Estimates oftheiime to mauirity, die age of dte bond, anddteAU5 dummy are also significant. 
and have the correct signs. 
P. RabastMot Checks 

From [he results in section 4B. Model I is a poor lit in the gavemnwit secfa. but a gocxl IH fa dK 
Corporate and Municipal bond sectors So. upv repeat liic inaly&is of scdion iC except thai we pool 
observations from the Corporate and the Municipal maikels only. We drop the Corporate sector dummy and 
retain the Municipal sector dummy. For consistency, we require thai thebid-idL spread in the municipal 
sector should be about 9 cents higher than in the coipotatc sector. Further, the remaining estimates should be 
stable in their signs, magnitude and significance. 

The results for this exercise are reported in column diree (tilled Model 2) of Table 6. and diey are 
consistent with our te(|Uii«tnents. The bid-ask spread in die municipal bond sector is significantly higher 
than diat in the corporate sector by (cents, and the lemainingestimatesaie robust with respect to sign. 
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As a funha robusUes dieck. v« reeflinulc ( I ) for the CorpcntB and CmcmnwM bond mufccB 
only, bul rqtiacing BVolume widi TVoliimt. the log of the tolal daily dollar vihie ofmnsactkins. Thii 
substitution is meant to account fix the ftd dot in die individu*] mufcet regrcssioni. the estimated 
coeffkientorACfi/HinrisMpliveiDd significani but the estinuted coefficient of SCo/biik is not significiM 

for the Corporate bond market; while the opposite is true tbc dte Govenuiwnt bond market. For this 
specification, we only use the Corporate seaor dummy. For consistency, iw require that the coefficient on 
the Corporate sector dummy should not be dittereni from zero. The results, which are reported in column 
four (titled Model 3 ) of Table 6, show thai this is indeed the case. 

As a final robustness check, uc esiinute Ihc bid-ask spread In the corponte md municipal markets 
as a seemingly unrelated regression system (SUR). We use the estimates of the SUR regressions as initial 
values in a syslem-GMM specifiullon. An advantage of the SUR method is that die bid-ask spread in each 
market can be explained t^ the set of explanatory variables best suited for that market, and yel the common 
intbrmaiion in each market is also accounted for by [he contemporaneous cotielalion between the error 
terms." Thus, by strategically combining the SUR and CMM lechniques. we are able to simultanecwsly 
account for bolh the heteroskedastic error terms as well as the contemporaneous correlation in the error terms 
across the two markets. 

To implentem the SUR estimation technique, we need lo create a new sample based on a single daily 
average number for each relevant variable in each markel sector. This implies that we consider only duMe 
days when there is trading in all relevant markets. In the same spirit, the credit ratings are assigned 
numerical valueslo obtain an average credit rating fordiltinent bonds trading on the same day. As the 
regression specification, we use Model I from Tables 3 and S. The resul1s(nal reported) are qualitatively 
similar lo those found earlier. Specifically, the bid-ask spread that cannoi be predicted from the SUR/GMM 
estimation is highs by about 2 cents for the municipal market relative to the corporate market. 



nt details of SUR estimation are provided in arcene(l993). 
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Thui. Ihc cxlcfurve robunneu lens peribnned in this icdion ippe» lo inesl (o Ihe sability of our 

E. Tht Faclert That Dtunmnt SprtoOi In Tkt Thrtt Uariia Staon 

Jn Himnuuy, whil mic Ihc nievuil baofs delennining realizol bond spreads in (he three mailct 

■J» by Agi In Ihe corporate sector are important determinants of spread. Further, the Malurily risk bdcr 
appein to be an imporuni deiermrnanl of spreads in all three market seclors ahhough ils impact on Ihe 
government sector is relMivcly inditecl cixnpared to the corpniate and municipal sectors. Not surprisingly, 
credit risk is an imponant detenninant or ^eads in Ihe corporate and municipal sectors. Finally. Ihe 
municipal sector has an additional lax Actor in Yield that significantly determines Ihe spread in diis market 

5. The Effect of Lai^e Instftations and Dealers on the Bid-Ask Spread 

In this section, we euminc Ihe effects of large institutions and large dealers on the realized bid-aaii 
spreads. Keim and Madhivan(l997)documenl sipiticani diflerences in equity trading costs across 
institutions even after adjusting for differences in trading styles. Cao, Choe and Hathanvay 1 1 997) and 
Corwin (l99B)documenl signitictinl helerogeneity among NYSE specialist firms. In a similar vein, die bid- 
isk spread for large bond dealers and institutions may differ from smaller dealers and institutions. 

Table ^ shows Ihe list of the top Innitulions wilhin each market sector with a cumulative market 
share of just over 5 OK of the average dollar value of trades over the sample period. Panel A presents the top 
20 Innitulions in the corporate sector, panel B presents the lop 17 Institutions in die govemmeni sector and 
panel C presents the top 15 Inititulions in die municipal market. In all three panels, die top 4-5 institutions 
in each market sector account for over 2SS of the dollar-value of all Dades. The list of large instituliam 
include some money mantgcmcni fiims acting as agents of insurance companies. The CAl transoctionil 
database repons the institution doing the trading regardless of whether the institution is a bond-portfolio 
manager or rtte end user of the bonds. 
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Tible S lists the lop bond dealen with at leasl iW, of the market share of [he iverige trading 
revenues in each of the three mariict seclon. The loUl and avenge dealer revenues are calculated u Ihe 
diDerence between dealer salei and dealer purchases. II lakes fewer dealen than instilulkms to account for a 
50% maHiet duic. u^iich suggests that then may be greater concentratton among dealers than among 
instiluliom in each of the market sectors. 

A. Tht BU-Ask Spread for the Tern Largea Dealers and the Otken 

We calculate Ihe bid-ask spread (octheiop-IO dealers and [hose lor the remaining dealers in each 

average sell price of e>ch bond perday per dealer (institution) from the average buy price of the same bond 
ova die same day by (he same dealer (instjlution). The average bid-ask spread per (op-IO dealer (mstinition) 
per bond pet day is calculated by averaging die bid-Bsk spread per dealer (institution) per bond per day over 
all top-IO dealers (inslitulions). The average bid-ask qiread Ibr the non-top- 1 dealers (insti[u[ioni) is 

Panel A orTable9 presents [he bid-ask spread for Ihe ten largest dealeisand the remaining dealers in 
each markel seclor. identified fiom [he lists in Table S. We use a Wilcoxon non-panmelriG test of equality 
of medians lo test whether Ihe bid-ask spread is statistically diflereni benveenlhe Iwi dealer groups. In the 
Corporate sector (panel A), Ihe mean bid-ask s^iread is 26 cents fee the len laisesl dealers and 1 3 cents for the 
olherdealers. anddwdifference issignifkanlaltheO.OI level. In Ihe Municipal sector, the mean bid-adi 
spread is20cen[s for Ihe ten largest dealers and 19 cents Ibr the others, a dlffiacnce also significant at the 
0.01 level. In the Govenimenl sector, there Is no statistical diflcrence between the bid-adt spread of Ihe lop- 
1 dealers and the mt. Finally, the pooled sample mean spread (iv Ihe ten-largest dealers is about 0. 1 7 cents 
and is sutislicilly larger than Ihal for Ihe remaining dealers at 0. 14 cents. 

S. The BU-Ask Spread fi>r Ihe Ten Largest InsSlulimn mad the Olhtrs 

Panel B oTTable 9 presents dw bid-ask spread for trades c^ the top- 10 inililutions and Urase of other 
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ingitulions. in each inirkn sector. The lop-IO innilulioiu in each marietscciac arc identified IroniTible 7. 
The bid-ssk ^Kcad isnotsutisiicilly dinirent(a[the0.10)evel)forlhetenlargeslinstituIionsindDlhcrsin 
the corporate aiMl government sectors. For example, in the Corporate sector, the mean bid-ssk spread is 
about 1 4 ccni^ for ihe lop-l and L5 cons Ibr the non-iop'IO institutions. In the CovemmenI sector, the 
mean bid-ask spread is 4 cents for with lop-IO institutions and 9 cents Tor the others. In the municipal sector, 
the mean bid-ask spread is 25 cents forihe top- 10 institutions and about 16 cents Toe the non-top- 1 D 
Institutions. Finally, the pookd sample mean for the 10 largest Instilullons is not statistically dislinci from 
(hat of the remaining inslitulions at about 0.13 cents 

Although, (he numbers Ibr the municipal sector are distinct fiom the other two market sector^ it 
should be emphasized thai, before drawing any definitive conclusions, a multivariate analysis of the bid-ask 
spreads, controlling for its various determinants, needs to be performed. We do this in section 5D- 

C Characleriaics of Bonds Traded by the Ten Largest Dealers and Othen 

From panel A of Table 9, we see that the spreads associated with [he top-IO dealer transactions are 
si^ificantly higher thai those associated widi the non-top- 1 dealers. Il is likely that this difference could 
arise from a significantly ditferenl (and riskier) universe of bonds traded by die top-10 dealers. 

To investigate iflhelop-IO dealer population does indeed trade a different universe of b<mds than 
does the noa-lop- 1 population, we present in Table 10 a break down of the percentage of common and 
distinct bonds Iran meted by each group of dealers widi in each market sector. Table 10 shows that, in the 
Corporate sector, only about 8% of the bonds are common lo both groups, the ten largest dealers and the 
others. In Ihe Government and municipal sectors, the per cert of commonly traded bonds are about 30S and 
2%. respectively. Thus, (be top- 1 dealers af^war. for the most pan. lobe dealing in bonds thai are distinct 
from those traded by the rest of Ihe dealers. 

To investigate iflhelop-IO dealer population n'ade inherently riskier bonds compared lo Ihe non-top- 
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10 dcalen. wcpnsenl, in Tible 1 1. summary aatiaki of the specific bond chincteristici nded by the two 
giDUps of dulen for eadi market sector. In Ihe corpofste sector (panel A), bonds traded by the top- 10 
dealers have higher yields, higher duration, higher convexity, longer time to maturity, lower age and 
somewhat lower coupon rates." In the gavemnienl sector, characteristics of bonds traded by dielop-IO 
deilen and Ihc rest do not appear to be different. In the municipal sector (panel C), the annual duration of 
(he top- 1 dealer eieculed bonds is hitler, and the bonds are younger. Thus, dte evidence suggests that, in 
the corporate and municipal scilors, Hie lop-IO dealers execute bonds ttui are ridiicr but more active 
(younger) than the non-top-tO dealers. However, the evidence for the municipal bonds is weaker than ttut 
for corporate bonds. While liA'ia bonds would command higher spieadi. younger bondsare more liquid 
and, ceteris paribus, would argue for lower spreads. The rcsu Hani higher q>reads observed Ibr the lop- 10 
dealer executed bonds would then be the net of the two counteracting forces, 

D. It the BU-Ask Spreml Higher fi>r Largt DaUert md IntdtntioinT 

In Table 12. we examine whether the transactions of the ten largest dealers are associated with higher 
^>reads. affer control ling Ibr differences in the characteristics of bonds traded by the dealer groups. We 
regress die realind bid-ask sfnead per bond for each dealer on a dummy variable that equals one if the dealer 
belongs to the Top !0 group, and is zero otherwise. In addition, we include variables that proxy Ibr the risk 
and liquidity of the bonds. The regression specifications are the ones earlier found to provide the best 
explanation of the bid-adi spread in each sector (see Tables 3 to S). To be specific. Ihey correspond to model 
one fix die corporate and municipal sectors, and model 2 for die government sector. 

The results show that the ten largest corporate bond dealers appear to charge 15 cents per SI 00 par 
value more than the odier dealers, alter controlling for bond characteristics. This result does not change 
when we also control for tJie other bond characlerislics repotted in Table 1 1, such as duration, convexity, the 
coupon rale and the annual yield. In the other two mariiels. the differences between the bid-ask spreads of 
the ten largest dealers and the rest are not significant. 

'^The otnervation thai the coupon raus of the bonds u 
newe itsues and. over much oftfM nineties, the coupoi 
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6. Conclusion 

In Ihe curren) piper, we eaimaie ihe Jiquidily of the U.S. corporiie, municipal and govemment bond 
markets for the years I99S to 1997. based on newly available trmsactions data pertaining lothe bond deals 
mirltels. Since these three nuikets vary with respect lo transparency and risk, ■ cross-maiiet comparison is 
a natural experiment in studying the eflects of these lactors unmrrka liquidiiy. 

We Tind that, on a SIOO par value basis. dK mean ^iread is Ihe highest in [he municipal bond markei 
al about 22 cents, followed by the corporate bond marlet at about 21 cents and the govemment bond marl:ef 
at about 1 1 cents. The ^cad is generally higher for bonds with lower Moody's rutitigs. and lower in 
1997 than in the earlier years for all markets. In the corporate and municipal markets, the spread appears 
lo have ckcreased in each successive year. 

liquidity is an important delemiiiiant of Ihe realized bid-ask spread all three markets. Specifically, in all 
markets, the realized bid-ask spread decreases in ihe trading volume. Additionally, risk lactors are importam 
in Ihe corporate and municipal markets. In these markets, the bid-ask spread increases in die remaining- 
time-io-malurity ofa bond. The corporate b<aid spread also Increases in credit risk and the age of a bond. 
The municipal bond spread increases in the afier-lax bond yield. Additionally, the bid-ask spread is lower in 
1997 compared lo the previous two years— by ? cents for corporate bonds and 1 cents for municipal bonds. 
However, this is not the case in the govemmcnl bond market. The result is consistent wilh the idea that 
transparency in the corporate and municipal bond markets has improved, perhaps as a consequence of 
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incnual regulsloiy scniliny. Finally, in ■ pooled r^ression ftBmcwork, ■« find ttuit the municipal bond 
spiud is hi^Kf Ihin the government bond ^HCicl by about 9 cents per S 1 00 pw vdue. but dK corpontc 
bond spread is not. 

We also find Ihal the bid-ask spread tor the ten largest dealers in our sample Is statistically higher 
(ban that of other dealers in the coiporale and the municipal bond maitets. After controlling tor differences 
in characteristics or bonds Daded by the large dealers and others, we find ttut the corporate bond dealers 
appear to charge IS cents per S 1 00 par value higher than the othei dealers but, in Hie municipal and 
govemmenl bond markets, the btd-ask spreads are not (statistically) differeni fbr the large dealers. 
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